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INTRODUCTION

" This pamphlet,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and Senate Committee on Finance, provides an
explanation of tax legislation enacted in the 104th Congress. The
explanation follows the chronological order of the tax legislation as
signed into law.

A committee report on legislation issued by a Congressional com-
mittee sets forth the committee’s explanation of the bill as it was
reported by that committee. In some instances, a committee report
does not serve as an explanation of the final provisions of the legis-
lation as enacted. This is because the version of the bill enacted -
after action by the Conference Committee may differ significantly
from the versions of the bill reported by the House and Senate
Committees and passed by the House and Senate. The material
contained in this pamphlet is prepared so that Members of Con-
gress, tax practitioners, and other interested parties can have an -
explanation of the final tax bills enacted in the 104th Congress.

Part One of the pamphlet is an explanation of the provisions of
H.R. 831 (P.L. 104-7) relating to the deduction for self-employed
health insurance and repeal of Code section 1071. Part Two is an
explanation of H.R. 2778 (P.L. 104-117) relating to tax benefits for
individuals performing services in certain hazardous duty areas.
Part Three is an explanation of the Taxpayer Bill of Rights 2 (H.R.
2337, P.L. 104-268). Part Four is an explanation of the revenue
provisions of the Small Business Job Protection Act of 1996 (H.R.
3448, P.L. 104-188). Part Five is an explanation of the revenue pro-
visions of the Health Insurance Portability and Accountability Act
of 1996 (H.R. 3103, P.L. 104-191). Part Six is an explanation of the
revenue provisions (relating to the earned income credit): of the
Personal Responsibility and Work Opportunity Reconciliation Act
of 1996 (H.R. 3734, P.L. 104-193). Part Seven is an explanation of
the revenue provision (relating to the tax treatment of special as-
sessments for the Savings Association Insurance Fund) of the fiscal
year 1997 Continuing Appropriations Bill (H.R. 3610, P.L. 104-
208). The Appendix provides estimates of the budget effects of tax
legislation enacted in the 104th Congress. ‘ o

The first footnote in each part gives the legislative history of
each of the Acts.

- 1This pamphlet may be cited as follows: Joint Committee on Taxation, General Explanation
of Tax Legislation Enacted in the 104th Congress (JCS-12-6), December 18, 1996.
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PART ONE:

SELF-EMPLOYED HEALTH INSURANCE DEDUCTION;
REPEAL OF SECTION 1071 (H.R. 831)2

A. Permanently Extend and Increase Deduction for Health
Insurance Costs of Self-Employed Individuals (sec. 1 of
H.R. 831 and sec. 162(1) of the Code)

Present and Prior Law

Under present and prior law, the tax treatment of health insur-
ance expenses depends on whether the taxpayer is an employee
and whether the taxpayer is covered under a health plan paid for
by the employee’s employer. An employer’s contribution to a plan
providing accident or health coverage for the employee and the em-
ployee’s spouse and dependents is excludable from an employee’s
income. The exclusion is generally available in the case of owners
of a business who are also employees.

In the case of self-employed individuals (i.e., sole proprietors or
partners in a partnership), prior law provided a deduction for 25
percent of the amount paid for health insurance for a self-employed
individual and the individual’s spouse and dependents. The 25-per-
cent deduction was available with respect to the cost of
selfinsurance as well as commercial insurance. In the case of self
insurance, the deduction was not available unless the self-insured
plan was in fact insurance (e.g., there was appropriate risk shift-
ing) and not merely a reimbursement arrangement. The 25-percent
deduction was not available for any month if the taxpayer was eli-
gible to participate in a subsidized health plan maintained by the
employer of the taxpayer or the taxpayer’s spouse. In addition, no
deduction was available to the extent that the deduction exceeded
the taxpayer’s earned income. The amount of expenses paid for
health insurance in excess of the deductible amount could be taken
into account in determining whether the individual was entitled to
an itemized deduction for medical expenses. The 25-percent deduc-
tion expired for taxable years beginning after December 31, 1993.

2 Public Law 104-7; signed on April 11, 1995.

H.R. 831 was reported by the House Committee on Ways and Means on February 14, 1995
(H. Rept. 104-32), and was passed by the House on February 21, 1995. H.R. 831, as amended,
was reported by the Senate Committee on Finance on March 20, 1996 (S. Rept. 104-16), and
was passed by the Senate on March 24, 1995. The conference report was filed on March 29,
1995 (H. Rept. 104-92), and was approved by the House on March 30, 1995 and by the Senate
on April 3, 1995.

H.R. 831 (sec. 6) also included a required study by the staff of the Joint Committee on Tax-
ation of issues related to the taxation of expatriation. The staff study was published on June
1, 1995: Joint Committee on Taxation, Issues Presented by Proposals to Modify the Tox Treat-
ment of Expatriation (JCS-17-95). See Part Five of this pamphlet for an explanation of expatria-
tion tax provisions in H.R. 3103 (P.L. 104-191). -

2)
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For purposes of these rules, more than 2-percent shareholders of
S corporations were treated the same as self-employed individuals.
Thus, they were entitled to the 25-percent deduction.

Under present and prior law, other individuals who purchase
their own health insurance (e.g., someone whose employer does not
provide health insurance) can deduct their insurance premiums
only to the extent that the premiums, when combined with other
unreimbursed medical expenses, exceed 7.5 percent of adjusted
gross income.

Reasons for Change

The 25-percent deduction. for health insurance costs of self-em-
ployed individuals was added by the Tax Reform Act of 1986 to re-
duce the disparity between the tax treatment of owners of incor-
porated and unincorporated businesses. The provision was enacted
on a temporary basis, and has been extended several times since
enactment. ' : B

The Congress believed it was appropriate to continue to reduce
the disparity between the tax treatment of health insurance ex-
penses of owners of incorporated and unincorporated businesses.
Further, the Congress believed that the pattern of allowing the de-
duction to expife and then extending it created unneeded uncer-
tainty for taxpayers. The Congress concluded that the deduction
should be made permanent. ‘

In addition, the Congress believed that self-employed individuals
should be entitled to a deduction for their health insurance ex-
penses in the same manner as owners of incorporated businesses,
and therefore the Congress found it appropriate to increase the
level of the deduction from 25 to 30 percent, beginning in 1995.

Explanation of Provision

H.R. 831 retroactively reinstated the deduction for 25 percent of
health insurance costs of self-employed individuals for taxable
years beginning in 1994. H.R. 831 also extended the deduction per-

manently and increased the deduction to 30 percent for taxable
years beginning after December 31, 1994.3 o

Eﬁ'ectil;e Date

The provision generally was effective for taxable years beginning
after December 31, 1993. The increase in the deduction to 30 per-
cent of health insurance costs was effective for taxable years begin-
ning after December 31, 1994. . . .

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $514 million in 1995, $482 million in 1996, $527 million
in 1997, 'g587 million in 1998, $649 million in 1999, $708 million
in 2000, $769 million in 2001, $834 million in 2002, $901 million

*The Health Insurance Portability and Accountability Act of 1996 (P.L. 104-191, August 21,
1996) further increased the deduction for health insurance expenses of self-employed individ-
uals. (See the discussion in Part Five of this pamphlet.) :
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in 2003, $972 million in 2004, $1,044 ‘million in 2005, and $1,1>18
million in 2006. '

'B. Repeal Special Rules Applicable to FCC-Certified Sales of
Blfoa(‘ld?s)t Properties (sec. 2 of H.R. 831 and sec. 1071 of
the Code

" Present and Prior Law
Tax treatment of a seller of broadcast property

General tax rules

Under present law, the seller of a business, including a broadcast
business, recognizes gain to the extent the sale price (and any
other consideration received) exceeds the seller’s basis in the prop-
erty. The recognized gain is then subject to the current income tax
unless the gain is deferred or not recognized under a special tax
provision. :

Special rules under Code section 1033

Under Code section 1033, gain realized by a taxpayer from cer-
tain involuntary conversions of property is deferred to the extent
the taxpayer purchases property similar or related in service or. use
to the converted property. The replacement property may be ac-
quired directly or by acquiring control of a corporation (generally,
80 percent of the stock of the corporation) that owns replacement
property. The taxpayer’s basis in the replacement property gen-
erally is the same as the taxpayer’s basis in the converted property,
decreased by the amount of any money or loss recognized on the
conversion, and increased by the amount of any gain recognized on
the conversion.

Only involuntary conversions that result from destruction, theft,
seizure, or condemnation (or threat or imminence thereof) are eligi-
ble for deferral under Code section 1033. In addition, the term
“condemnation” refers to the process by which private property is
taken for public use without the consent of the property owner but
upon the award and payment of just compensation, according to a
ruling by the Internal Revenue Service (IRS).# Thus, for example,
an order by a Federal court to a corporation to divest itself of own-
ership of certain stock because of antitrust rules is not a con-
demnation (or a threat or imminence thereof), and the divestiture
is not eligible for deferral under this provision.> Under another IRS
ruling, the “threat or imminence of condemnation” test is satisfied
if, prior to the execution of a binding contract to sell the property,
“the property owner is informed, either orally or in writing by a
representative of a governmental body or public official authorized
to acquire property for public use, that such body or official has de-
cided to acquire his property, and from the information conveyed
to him has reasonable grounds to believe that his property will be
condemned if a voluntary sale is not arranged.”® However, under

*Rev. Rul, 6811, 1958-1 C.B. 273.
6Rev. Rul. 74-8, 1974-1 C.B. 200.
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this ruling, the threatened taking also must constitute a con-
demnation, as defined above. : . e

Special rules under Code section 1071 . . =~ .
Under prior-law Code section 1071, if the FCC certified that a
sale or exchange of property was necessary or appropriate to effec-
tuate a change in a policy of, or the adoption of a new policy by,
the FCC with respect to the ownership and control of “radio broad-
casting stations,” a taxpayer was permitted to elect to treat the
sale or exchange as an involuntary conversion. The FCC was not
required to determine the tax consequences of certifying a sale or .
to consult with the IRS about the certification process.

Under Code section 1071, the replacement requirement in the
case of FCC-certified sales could be satisfied by purchasing stock
of a corporation that owned broadcasting property, whether or not
the stock represented control of the corporation. In addition, even
if the taxpayer did not reinvest all the sales proceeds in similar or
related replacement property, the taxpayer nonetheless could elect
to defer recognition of gain if the basis of depreciable property that
was owned by the taxpayer immediately after the sale or that was
acquired during the same taxable year was reduced by the amount
of deferred gain. RO

Tax treatment of a buyer of broadcast property =~~~
Under present law, the purchaser of a broadcast business, or any
other business, acquires a basis equal to the purchase price paid.
In an asset acquisition, a buyer must allocate the purchase price
‘among the purchased assets to determine the buyer’s basis in these
assets. In a stock acquisition, the buyer generally takes a basis in
. the stock equal to the purchase price paid, and the business retains
its basis in the assets. This treatment applied whether or not the
seller of the broadcast property received an FCC certificate exempt-

ing the sale transaction from the normal tax treatment. -

FCC tax certiﬁ(}ate prbngqm L

Multiple ownership policy - s : s
The FCC originally adopted multiple ownership rules in the early
1940s.7 These rules prohibited broadcast station owners from own-
ing more than one station in the same service area, and, generally,
more than six high frequency (radio) or three television stations.
Owners wishing to acquire additional stations had to divest them-
selves of stations they already owned in order to remain in compli-
ance with the FCC’srules. =~~~
In November 1943, the FCC adopted a rule that prohibited du-
opolies (ownership of more than one station in the same city).8
After these rules were adopted, owners wishing to acquire addi-
tional stations in excess of the national ownership limit had to di-
vest themselves of stations they already owned in order to remain
in compliance with the FCC’s rules. After Code section 1071 was
adopted in 1943, in some cases, parties petitioned the FCC for tax

75 Fed. Reg. 2382 (June‘ﬁé, 1940).(multihle o%emﬁp rules forhlgh frequency ﬁxioéacas
tions); 5 Fed. Reg. 2284 (May 6, 1941) (multiple ownership rules for television stations).
88 Fed. Reg. 16065 (Nov. 23, 1943). :
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certificates pursuant to Code section 1071 when divesting them-
selves of stations. These  divestitures were labeled “voluntary
divestitures” by the FCC. When the duopoly rule was adopted, 35
licensees that held more than one license in a particular city were
required by the rule “involuntarily” to divest themselves of one of
the licenses.®

Minority ownership policy

In 1978, the FCC announced a policy of promoting minority own-
ership of broadcast facilities by offering an FCC tax certificate to
those who voluntarily sell such facilities (either in the form of as-
sets or stock) to minority individuals or minority-controlled enti-
ties.1® The FCC’s policy was based on the view that minority own-
ership of broadcast stations would provide a significant means of
fostering the inclusion of minority views in programming, thereby
serving the needs and interests of the minority community as well
as enriching and educating the non-minority audience. The FCC
subsequently expanded its policy to include the sale of cable tele-
vision systems to minorities as well.11

“Minorities,” within the meaning of the FCC’s policy, included
“Blacks, Hispanics, American Indians, Alaska Natives, Asians, and
Pacific Islanders.” 12 As a general rule, a minority-controlled cor-
poration was one in which more than 50 percent of the voting stock
was held by minorities. A minority-controlled limited partnership
was one in which the general partner was a minority or minority-
controlled, and minorities had at least a 20-percent interest in the
partnership.13 The FCC required those who acquired broadcast
properties with the help of the FCC tax certificate policy to hold
those properties for at least one year.l* An acquisition qualified
even if there was a pre-existing agreement (or option) to buy out
the minority interests at the end of the one-year holding period,
providing that the transaction was at arm’s-length.

In 1982, the FCC further expanded its tax certificate policy for
minority ownership. At that time, the FCC decided that, in addi-
tion to those who sell properties to minorities, investors who con-
tributed to the stabilization of the capital base of a minority enter-
prise would be entitled to a tax certificate upon the subsequent sale
of their interest in the minority entity.1®> To qualify for an FCC tax
certificate in this circumstance, an investor must have either (1)
provided start-up financing that allows a minority to acquire either
broadcast or cable properties, or (2) purchased shares in a minor-
ity-controlled entity within the first year after the license necessary
to operate the property was issued to the minority. An investor
could qualify for a tax certificate even if the sale of the interest oc-

9FCC Announces New Policy Relating to Issuance of Tax Certificates, 14 FCC 2d 827 (1956).

10 Minority Ownership of Broadcasting Facilities, 68 FCC2d 979 (1978).

11 Minority Ownership of Cable Television Systems, 52 R.R.2d 1469 (1982).

1252 R.R.2d at n. 1.

13 Commission’s Poligxy Regarding the Advancement of Minority Ownership in Broadcasting,
Policy Statement, and Notice of Proposed Rulemaking, 92 FCC2d 853-855 (1982). )

lﬂgee Amendment of Section 73.3597 of the Commission’s Rules (Applications for Voluntary
Assignments or Transfers of Control), 57 R.R.2d 1149 (1985). Anti-trafficking rules require cable
plx;_opergies to be held for at least three years (unless the property is sold pursuant to a tax cer-
tificate).
_ 15Commission Policy Regarding the Advancement of Minority Ownership in Broadcasting, 92
FCC2d 849 (1982).
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curred after participation by a minority in the entity had ceased.
-In these situations, the status of the divesting investor and the
purchaser of the divested interest was irrelevant, because the goal
was to increase the financing opportunities available to minorities.
Personal communications services ownership policy
In 1993, Congress provided for the orderly transfer of fre-
quencies, including frequencies- that can be licensed pursuant to
competitive bidding procedures.}® The FCC adopted rules to con-
duct auctions for the award of more than 2,000 licenses to provide
personal communications services (“PCS”). PCS are provided by
means of a new generation of communication devices that will in-
clude small, lightweight, multi-function portable phones, portable
facsimile and other imaging devices, new types of multi-channel
cordless phones, and advanced paging devices with two-way data
capabilities. _ . e
e FCC designed procedures to ensure that small businesses,
rural telephone companies and businesses owned by women and
minorities have “the opportunity to participate in the provision” of
PCS, as Congress directed in 1993.17 To help minorities and
women participate in the auction of the PCS licenses, the FCC took
several steps including up to a 25-percent bidding credit, a reduced
upfront payment requirement, a flexible installment payment
““schedule, and an extension of the tax certificate program for busi-
nesses owned by minorities and women.18 o :
The FCC intended to employ the tax certificate program in three
ways: (1) initial investors (who provide “start-up” financing or pur-
chase interests within the first year after license issuance) in mi-
nority and woman-owned PCS businesses would have been eligible
for FCC tax certificates upon the sale of their investments; (2)
holders of PCS licenses would have been able to obtain FCC tax
certificates upon the sale of the business to a company controlled
by minorities and women; and (3) a cellular operator tiat sells its
interest in an overlapping cellular system to a minority or a
woman-owned business to come into compliance with the FCC PCS/
cellular cross-ownership rule would have been eligible for a tax cer-
tificate. In addition, as discussed below, the FCC would have is-
sued tax certificates for PCS to encourage fixed microwave opera- |
tors voluntarily to relocate to clear a portion of the spectrum for
PCS technologies.

Microwave relocation policy

PCS can operate only on frequencies below 3GHz. However, be-
cause that frequency range is currently occupied by various private’
fixed microwave communications systems (such as railroads, oil
pipelines, and electric utilities), there are no large blocks of
unallocated spectrum available to PCS. To accommodate PCS, the

-FCC has reallocated the spectrum; the 1850-1990MHz spectrum
will be used for PCS, and the microwave systems will be required
-to move to higher frequencies.  Current occupants of the 1850-
1990MHz spectrum allocated to PCS must relocate to higher fre-

16 Omnibus Budget Reconciliation Act of 1993 (P.L. 103-66, Title VI); .
17Omnibus Budget Reconciliation Act of 1993 (P.L. 103-66, sec. 6002(a)). ) ‘
18 Installment payments are available to small businesses and rural telephone companies.:
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quencies not later than three years after the close of the bidding
ﬁrocess. 19 Tn accordance with FCC rules, these current occupants

ave the right to be compensated for the cost of replacing their old
equipment, which can operate only on the 1850-1980MHz spec-
trum, with equipment that will operate at the new, higher fre-
quency. At a minimum, the winners of the new PCS licenses must
pay for and install new facilities to enable the incumbent micro-
. wave operators to relocate. The amount of these payments and
characteristics of the new equipment will be the subject of negotia-
tion between the incumbent microwave operators and the PCS li-
censees; thus, the nature of the compensation (i.e., solely replace-
ment equipment, or a combination ofP replacement equipment plus
a cash payment) is unknown at present. If no agreement is reached
within the 3-year voluntary negotiation period,; the microwave oper-
ators will be required by the FCC to vacate the spectrum; however,
the timing of such relocation is uncertain because the rélocation
would take place only after completion of a formal negotiation proc-
ess in which the FCC would be a participant.

The FCC would have employed the tax certificate program for
PCS to encourage fixed microwave operators voluntarily to relocate
from the 1850-1990MHz band to clear the band for PCS tech-
nologies.20 Tax certificates would have been available to incumbent
microwave operators that relocate voluntarily within three years
following the close of the bidding process. Thus, the certificates
were intended to encourage such occupants to relocate more quick-
ly than they' otherwise would and to clarify the tax treatment of
such transactions.2! ‘

Congressional appropridtion's rider

Since fiscal year 1988, in appropriations legislation, the Congress
prohibited the FCC from using any of its appropriated funds to re-
peal, to retroactively apply changes in, or to continue a reexamina-
tion of its comparative licensing, distress sale and tax certificate
policies.22 This limitation did not prevent an expansion of the exist-
ing program.28 The last rider expired at the end of the 1995 fiscal
year, September 30, 1995. -

Reasons for Change

The Congress, in its review of the administration and operation
_of Code section 1071, found serious tax policy problems with this
provision. As an initial matter, the standards pursuant to which
the FCC would issue tax certificates evolved far beyond what Con-
gress originally contemplated. Congress originally intended Code
section 1071 to alleviate the burden of taxpayers who were forced

19The PCS auctions for the 1850-1990MHz spectrum commenced in December, 1994.

20 See, Third Report and Order and Memorandum Opinion and Order; 8 FCC Rcd 6589 (1993).

21The transaction between the PCS licensee and the incumbent microwave operator might
qualify for tax-free treatment as a like-kind exchange under Code section 1031 or as an involun-
tary conversion under Code section 1033. However, the availability of deferral under these Code
provisions may be uncertain in certain circumstances. For example, it may be unclear whether
the ‘liralésaction would qualify as an involuntary conversion under currently applicable IRS
standards.

22 Public Law 100-202 (1987). .

23The appropriations restriction “does not prohibit the agency from taking steps to create
%e(altsg :)pportum’ty for minority ownership.” H. Rept. 103-708 (Conf. Rept.), 103d Cong. 2d Sess.
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to sell their radio stations under difficult wartime circumstances.
The FCC interpreted the provision to permit the FCC to grant un-
limited tax benefits for routine and voluntary sales of a wide range
of communication properties. ,

In addition, the FCC’s standards for issuing tax certificates were
so vague that the program appears to have been subject to signifi-
cant abuse. For example, the FCC’s definition of “control” for pur-
poses of its minority ownership policies provided little guarantee
that a minority would effectively manage a broadcast property
after the sale of property has been certified. In addition, because
the FCC generally required only one year of minority ownership or
control to qualify for a tax certificate, section 1071 frequently re-
sulted in only transitory minority ownership of broadcast prop-
erties, i.e., in many cases the granting of the tax certificate did not
result in achieving the objective of minority ownership or control.

Further, the FCC’s interpretation and administration of the tax
certificate program was not supervised or subject to any systematic
review by the IRS, or any other government body that could evalu-
ate the tax cost of the program. In granting tax certificates, the
FCC did not take into account or request any information regard-
ing the size of the potential tax benefit involved. The FCC also did
not request any showing or representation that the amount of the
tax benefits, which at least initially accrued to the non-minority
seller generally, was in any way reflected in the form of a lower
purchase price to the minority-owned or controlled purchaser. As a
result, it was possible that, in many cases, the entire tax benefit
accrued to the non-minority seller. ,

From a tax policy perspective, the Congress found serious defi-
ciencies in section 1071. No other provision of the Internal Revenue
Code conveyed the level of discretion to a Federal government
agency comparable to the discretion conveyed on the FCC by sec-
tion 1071. Thus, section 1071 granted the authority to the FCC to
administer what was, in effect, an open-ended entitlement program
with no constraints imposed to limit the extent to which the FCC
utilized the provision. R . R

As a result of these considerations, the Congress concluded that
the tax cost of the FCC tax certificate program far outweighed any
demonstrated benefit of the program. The Congress also concluded
that the section was inconsistent with sound tax policy. The Con-
gress therefore repealed the provision. B ’ T

. Explanation of Provision

H.R. 831 repeals Code section 1071. Thus, a sale or exchange of
broadcast properties is subject to the same tax rules applicable to
all other taxpayers engaged in the sale or exchange of a business.

Effective Date

The repeal of section 1071 is effective for (1) sales or exchanges
on or after January 17, 1995, and (2) sales or exchanges before that
date if the FCC tax certificate with respect to the sale or exchange
~is issued on or after that date. The provision does not apply to tax-

payers who entered into a binding written contract (or ﬁave ‘com-
pleted a sale or exchange pursuant to a binding written contract)



10

before January 17, 1995, and who applied for an FCC tax certifi-
cate by that date. A contract is treate(f as not binding for this pur-
pose if the sale or exchange pursuant to the contract (or the mate-
rial terms of the contract) was contingent on January 16, 1995, on
issuance of an FCC tax certificate. A sale or exchange was not con-
tingent on January 16, 1995, on issuance of an FCC tax certificate
if the tax certificate had been issued by the FCC by that date. The
material terms of an otherwise binding contract in effect on Janu-
ary 16, 1995, was not treated as contingent on the issuance of an
FCC tax certificate solely because the contract provided that the
sales price was increased by an amount not greater than 10 per-
cent gf the sales price in the event an FCC tax certificate was not
issued. ‘ - : :

Revenue Effect

" 'The provision is estimated to increase fiscal year Federal budget
receipts by $303 million in 1995, $379 million in 1996, $135 million
in 1997, $135 million in 1998, $170 million in 1999, $201 million
in 2000, $232 million in 2001, $263 million in 2002, $293 million
{p 2(.)032,03(5)3&22 million in 2004, $355 million in 2005, and $355 mil-
ion in .

C. Prohibit Nonrecognition of Gain on Involuntary Conver-

- sions in Certain Related-Party Transactions; Application
of Section 1033 to Certain Microwave Relocation Trans-
actions (sec. 3 of H.R. 831 and sec. 1033 of the Code)

Present and Prior Law

Under present law, gain realized by a taxpayer from certain in-
voluntary conversions of property is deferred to the extent the tax-
payer purchases property similar or related in service or use to the
converted property within a specified period (sec. 1033).

Under rulings issued by the IRS to taxpayers, property (stock or
assets) purchased from a related person could, in some cases, qual-
ify as property similar or related in service or use to the converted
property.24 Thus, in certain circumstances, related taxpayers could
obtain significant (and possibly indefinite or permanent) tax defer-
ral without any additional cash outlay to acquire new properties.
In cases in which a taxpayer purchased stock as replacement prop-
erty, section 1033 permitted the taxpayer to reduce basis of stock,
but did not require any reduction in the basis of the underlying as-
sets.25 Thus, the reduction in basis of stock did not result in re-
duced depreciation deductions. :

Reasons for Change

In the course of its deliberations on the repeal of section 1071,
the Congress also became aware of problems with the operation of

24See, e.g., PLR 8132072 and PLR 8020069. Private letter rulings do not have precedential
authority and may not be relied upon by any taxpayer other than the taxpayer receiving the
ruling but are some indication of IRS administrative practice.

25Section 1610 of H.R. 3448 (the “Small Business Job Protection Act of 1996”), as passed by
the Congress and signed by the President, requires the basis of property held by a corporation
to be adjusted when stock of the corporation is acquired as replacement property under section
. 1033. (See the discussion in Part Four of this pamphlet.) : i
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section 1033. Under interpretations issued by the IRS, taxpayers
were able to purchase replacement property from a related party,
thereby avoiding the need to buy “new” replacement property and,
sometimes, effectively resulting in a total tax forgiveness for the
transaction. The Congress intended that, in the future, corporate
taxpayers be required to buy replacement property only from unre-
lated persons in order to receive the special tax tredtment under
section 1033. :

In addition, the Congress sought to ensure tax-free treatment for
transactions between PCS licensees and the incumbent microwave
operators in connection with the relocation of the microwave opera-
tors from the 1850-1990MHz spectrum by reason of the FCC’s re-
allocation of that spectrum for use for PCS. Thus, the Congress in-
tended that such transactions constitute involuntary conversions
under Code section 1033. However, no inference was intended with
respect to the nature or appropriate tax treatment of any other
transactions.

Explanation of Provision

Related-party transactions

Under H.R. 831, a subchapter C corporation is not entitled to
defer gain under section 1033 if the replacement property or stock
is purchased from a related person. A person is treated as related
to another person if the person bears a relationship to the other
person described in section 267(b) or 707(b)(1). An exception to the
general rule provides that a C corporation could purchase replace-
ment property or stock from a related person and defer gain under
section 1033 to the extent the related person acquired the replace-
‘ment property or stock from an unrelated person within the period
prescribed under section 1033. Thus, property acquired from out-
side the group of related persons within the period prescribed by
section 1033 and retransferred to the taxpayer member of the
group within the prescribed time period, will qualify in the hands
of the taxpayer to the extent that the property’s basis or other net
tax consequences to the group do not change as a result of the
transfer. ‘ o - : P

The provision also applies to a partnership if more than 50 per-
cent of the capital interest, or profits interest, of the partnership
are owned, directly or indirectly (as determined under section
707(b)3)), by one or more C corporations at the time of the invol-
. untary conversion. If the provision applies to a partnership, the
provision would apply to all partners of the partnership, including
partners that are not C corporations. If the provision does not
apply to a partnership, none of the partners of the partnership will
be sgbject to the provision by reason of their interests in the part-
nership. ’ T

The determination of whether or not a partnership is related to
another party will be made at the partnership level.

Microwave relocation transactions

H.R. 831 provides that sales or exchangés that é;e';:ertiﬁéd'“by '
the FCC as having been made by a taxpayer in connection with the
relocation of the taxpayer from the 1850-1990MHz spectrum by
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reason of the FCC’s reallocation of that spectrum for use for PCS
will be treated as involuntary conversions to which section 1033
applies. H.R. 831 provides that the FCC shall transmit copies of
certificates with respect to these relocations to the Secretary of the
Treasury. It was intended that the FCC supply the Secretary of the
Treasury such information with respect to microwave relocations as
is necessary for the Secretary to be informed of the tax ramifica-
tions. of these transactions.

Effective Date

"The provision prohibiting the purchase of qualified replacement
property from a related party applies to involuntary conversions oc-
curring on or after February 6, 1995.

"The provision treating certain microwave relocation transactions
as involuntary conversions applies to sales or exchanges occurring
before January 1, 2000.

Revenue Effect

The provision is estimated to increase fiscal year Federal budget
receipts by $5 million in 1995, $9 million in 1996, $23 million in
1997, $33 million in 1998, $47 million in 1999, $67 million in 2000,
$87 million in 2001, $111 million in 2002, $137 million in 2003,
$165 million in 2004, $189 million in 2005, and $202 million in
2006.

D. Unearned Income Test for Earned Income Credit (sec. 4
of H.R. 831 and sec. 32 of the Code)

Present and Prior Law

Eligible low-income workers are able to claim a refundable
earned income credit (EIC). The amount of the credit an eligible
taxpayer may claim depends upon whether the taxpayer has one,
more than one, or no qualifying children and is determined by mul-
tiplying the credit rate by the taxpayer’s earned income up to an
earned income threshold. The maximum amount of the credit is the
product of the credit rate and the earned income threshold. For
taxpayers with earned income (or adjusted gross income, if greater)
in excess of the phaseout threshold, the credit amount is reduced
by the phaseout rate multiplied by the amount of earned income
(or adjusted gross income, if greater) in excess of the phaseout
threshold. The credit is not allowed if earned income (or adjusted
gross income, if greater) exceeds the phaseout limit. There is no ad-
ditional limitation on the amount of unearned income that the tax-
payer may receive.

The credit rates and phaseout rates for the EIC change over time
under present law. For 1996 and after, the credit rate is 40 percent
and the phaseout rate is 21.06 percent for taxpayers with two or
more qualifying children. The credit rate for taxpayers with one
qualifying child or no qualifying children for 1996 is 34 percent and
7.65 percent, respectively. The phaseout rate for taxpayers with
one qualifying child and no qualifying children for 1996 is 15.98
percent and 7.65 percent, respectively.
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The earned income threshold and the phaseout threshold are in-
dexed for inflation; because the phaseout limit depends on those
amounts, the phaseout rate, and the credit rate, the phaseout limit
will also increase if there is inflation. Earned income consists of
wages, salaries, other employee compensatlon and net self-employ-
ment income.

. In order to claim the EIC, a taxpayer must either have a qualify-
mg child or must meet other requirements. A qualifying child must
meet a relationship test, an age test, and a residence test. In order
to claim the EIC without a quahfymg child, a taxpayer must not
be a dependent and must be over age 24 and under age 65.

Reasons for Chatz.ge'

Under prior law, a taxpayer could have had relatively low earned
income, and therefore could have been eligible for the EIC, despite
also having significant unearned income. The Congress believed
that the EIC should be targeted to families with the greatest need.
Therefore, the Congress believed that it was inappropriate to allow
an EIC to taxpayers. w1th s1gmﬁcant uneamed income.

Explanation of Provision 26

H.R. 831 provided that a taxpayer was not ehglble for the EIC
if the aggregate amount of “disqualified income” of the taxpayer for
' tlf}e taxable year exceeded $2,350. Disqualified income was the sum
of:
(1) interest and dividends includible in gross income for the
taxable year;
'(2) tax-exempt interest received or accrued in the taxable
year; and
(3) net income (lf greater than zero) from rents and royalties
not derived in the ordinary course of business.
Under H.R. 831, tax-exempt interest was defined as amounts re-
quire(((l1 )to be reported on the taxpayer’s return under Code section
6012(d).

Effective Date

The provision is effectlve for taxable years begmmng after De-
cember 31, 1995.

Revenue Effect

‘The provision was estimated to increase Federal fiscal year budg-
et receipts by $22 million in 1996, $436 million in 1997, $487 mil-
lion in 1998, $521 million in 1999 $556 million in 2000, $612 mil-
lion in 2001, $655 million in 2002 $700 million in 2003, $748 mil-
lion in 2004, $800 million in 2005, ‘and $852 million in 2006.

26 The Personal Responsibility and Work Opportunity Reconciliation Act of 1996 (P.L. 104-193,
August 22, 1996) also modified the operation of the earned income credit. The Personal Respon-
sibility and Work Opportunity Reconciliation Act of 1996 specifically amended the operation of
the unearned income test. (See the discussion in Part Six of this pamphlet.)
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E. Extension of Rule for Certain Group Health Plans (sec. 5
of H.R. 831 and sec. 162(n) of the Code)

Prior Law

In general, prior law disallowed employer deductions for any
amounts paid or incurred in connection with a group health plan
if the plan fails to reimburse hospitals for inpatient services pro-
vided in the State of New York at the same rate that licensed com-
mercial insurers are required to reimburse hospitals for inpatient
services of individuals not covered by a group health plan. This
provision applied with respect to inpatient hospital services pro-
\lrizdedgto participants after February 2, 1993, and on or before May

, 1995,

Reasons for Change

The Congress found it appropriate to extend the prior-law deduc-
tion disallowance for expenses in connection with certain group
health plans for a temporary period.

Explanation of Provision

H.R. 831 extended the prior-law deduction disallowance for ex-
penses in connection with certain group health plans through De-
cember 31, 1995. .

~ Effective Date
The provision was effective on the date of enactment.

Revenue Effect

The provision was estimated to reduce Federal fiscal year budget
receipts by $42 million in 1995 and $11 million in 1996.



PART TWO:

TAX BENEFITS FOR INDIVIDUALS PERFORMING SERV-
ICES IN' CERTAIN HAZARDOUS DUTY AREAS (HLR.

_ Present and Prior Law -
General time limits for filing tax returns

Present law provides that individuals generally must file their
Federal income tax returns by April 15 of the year following the
close of a taxable year (sec. 6072). Present law also provides that
the Secretary may grant reasonable extensions of time for filing
such returns (sec. 6081). Treasury regulations provide an addi-
tional automatic two-month extension (until June 15 for calendar-
year individuals) for United States citizens and residents in mili-
tary or naval service on duty outside the United States (Treas. Reg.
sec. 1.6081-5(a)(6)). No action is necessary to apply for this exten-
sion‘.:1 This extension applies to both filing returns and paying the
tax due.

Treasury regulations also provide, upon application on the proper
form, an automatic four-month extension (until August 15 for cal-
endar-year individuals) for any individual properly filing that form
(Treas. Reg. sec. 1.6081-4T). o ‘

In general, individuals must make quarterly estimated tax pay-
ments by April 15, June 15, September 15, and January 15 of the
following taxable year. Wage withholding is considered to be a pay-
ment of estimated taxes.

Suspension of time periods

In general, present law suspends the period of time for perform-
ing various acts under the Internal Revenue Code, such as filing
tax returns, paying taxes, or filing a claim for credit or refund of .
. tax, for any individual serving in the Armed Forces of the United
States in an area designated as a “combat zone” during the period
of combatant activities (sec. 7508). An individual who becomes a
prisoner of war is considered to continue in active service and is
therefore also eligible for these suspension of time provisions. The
suspension of time also applies to an individual serving in support
of such Armed Forces in the combat zone, such as Red Cross per-
sonnel, accredited correspondents, and civilian personnel acting
under the direction of the Armed Forces in support of those Forces.
The designation of a combat zone must be made by the President
in an Executive Order. The President also designates the period of

27 Public Law 104-117; signed on March 20, 1996.

H.R. 2778 was reported by the House Committee on Ways and Means on February 29, 1996
(H. Rept. 104-465), and was passed by the House on March 5, 1996. The bill was passed by
" the Senate on March 6, 1996. o ’

(15)
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combatant activities in the combat zone (the starting date and the
termination date of combat). - :

The suspension of time encompasses the period of service in the
combat zone during the period of combatant activities in the zone.
In addition, it encompasses any time of continuous hospitalization
resulting from injury received in the combat zoneZ2® or time in
missing in action status, plus the next 180 days.

The suspension of time applies to the following acts: (1) Filing
any return of income, estate, or gift tax (except employment and
withholding taxes); (2) Payment of any income, estate, or gift tax
(except employment and withholding taxes); (3) Filing a petition
with the Tax Court for redetermination of a deficiency, or for re-
view of a decision rendered by the Tax Court; (4) Allowance of a
credit or refund of any tax; (5) Filing a claim for credit or refund
of any tax; (6) Bringing suit upon any such claim for credit or re-
fund; (7) Assessment of any tax; (8) Giving or making any notice
or demand for the payment of any tax, or with respect to any liabil-
ity to the United States in respect of any tax; (9) Collection of the
amount of any liability in respect of any tax; (10) Bringing suit by
the United States in respect of any liability in respect of any tax;
and (11) Any other act required or permitted under the internal
revenue laws specified in regulations prescribed under section 7508
by the Secretary of the Treasury.

Individuals may, if they choose, perform any of these acts during
the period of suspension.

Spouses of qualifying individuals are entitled to the same sus-
pension of time, except that the spouse is ineligible for this suspen-
sion for any taxable year beginning more than two years after the
date of termination of combatant activities in the combat zone.

Exclusion for combat pay

Gross income does not include certain combat pay of members of
the Armed Forces (sec. 112). If enlisted personnel serve in a combat
zone during any part of any month, military pay for that month is
excluded from gross income. In addition, if enlisted personnel are
hospitalized as a result of injuries, wounds, or disease incurred in
a combat zone, military pay for that month is also excluded from
gross income; this exclusion is limited, however, to hospitalization
during any part of any month beginning not more than two years
after the end of combat in the zone. In the case of commissioned
officers, these exclusions from income are limited to $500 per
month of military pay.

Income tax withholding does not apply to military pay for any
month in which an employee (whether enlisted personnel or com-
missioned officer) is entitled to the exclusion from income for com-
bat pay (sec. 3401(a)(1)).

28Two special rules apply to continuous hospitalization inside the United States. First, the
sus| ion of time provisions based on continuous hospitalization inside the United States are
applicable onlJ' to the hospitalized individual; they are not applicable to the spouse of such indi-
vidual. Second, in no event do the suspension of time provisions based on continuous hospitaliza-
tion inside the United States extend beyond five years from the date the individual returns to
:ll:e IIJJnit;eél SStates. These two special rules do not apply to continuous hospitalization outside
e United States.
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Exemption from tax upon death in a combat zone

An individual in active service as a member of the Armed Forces
who dies while serving in a combat zone (or as a result of wounds,
disease, or injury received while serving in a combat zone) is not
subject to income tax for the year of death (as well as for any prior
taxable year ending on or after the first day the individual served
in the combat zone) (sec. 692). Special computational rules apply in
the case of joint returns. A reduction in estate taxes is also pro-
vided with respect to individuals dying under these'circumstances
(sec. 2201). SIS B DR TR LT S

Special rules permit the filing of a joint return where a spouse
is in missing status as a result of service in'a combat zone (sec.
6013(f)(1)). Special rules for determining surviving spouse status
anly where the deceased spouse was in missing status as a result
of service in a combat zone (sec. 2(a)(3)). ,

Exemption from telephone excise tax

The telephone excise tax is not imposed on “ahy toll telephbne
service” that originates in a combat zone (sec. 4253(d)).

Operation Desert Storm: Executive Order designating Per-
sian Gulf Area as a combat zone ' i ,

On January 21, 1991, President Bush signed Executive Order
12744, designating the Persian Gulf Area as a combat zone. This
designation was retroactive to January 17, 1991, the date combat
commenced in that area, and continues in effect until terminated
by another Executive Order. An Executive Order terminating this
combat zone designation has not been issued. Thus, individuals
serving in the Persian Gulf Area are eligible for the suspension of
time provisions and military pay exclusions (among other provi-
sions) described above, beginning on January 17, 1991.

The Executive Order specifies that the Persian Gulf Area is the
Persian Gulf, the Red Sea, the Gulf of Oman, part of the Arabian
Sea, the Gulf of Aden, and the entire land areas of Iraq, Kuwait,
Saudi Arabia, Oman, Bahrain, Qatar, and the United Arab Emir-
The Department of Defense provides to the Internal Revenue
Service, on a monthly basis, a computer tape with information re-
garding the military personnel whose service is in the combat zone

esignated by the Executive Order and who are therefore eligible
for, among other provisions, the extension of time provisions of sec-
tion 7508 and the exclusion from income provisions of section 112.

Operation Desert Shield: Legislative extension of time

On January 30, 1991, President Bush signed Public Law 102-2.
This Act amended section 7508 by providing that any individual
who performs Desert Shield services (and the spouse of such an in-
dividual) is entitled to the benefits of the suspension of time provi-
sions of section 7508. Desert Shield services are defined as services
in the Armed Forces of the United States (or’/in support of those
‘Armed Forces) if such services are performed in the area des-
ignated by the President as the “Persian Gulf Desert Shield area”
and such services are performed during the period beginning Au-
gust 2, 1990, and ending on the date on which any portion of the

172-804 97-2
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area was designated by the President as a combat zone pursuant
to section 112 (which was January 17, 1991).

Operation Joint Endeavor: Administrative extension of time

On December 12, 1995, the Internal Revenue Service an-
nounced 22 that it was administratively extending the time to file
tax returns until December 15, 1996, for members of the Armed
Forces “departing ‘Operation Joint Endeavor’” on or after March 1,
1996. In addition, the IRS stated that the penalties for failure to
file tax returns and failure to pay taxes would not be assessed with
respect to these individuals. Also, the IRS stated that it would ad-
ministratively place any balance due accounts into suspense status
and suspend examinations while the member is serving in “Oper-
ation Joint Endeavor.”

IRS user fees

The IRS provides written responses to questions of individuals,
corporations, and organizations relating to their tax status or the
effects of particular transactions for tax purposes. The IRS gen-
erally charges a fee for requests for a letter ruling, determination
letter, opinion letter, or other similar ruling or determination. The
Uruguay Round Agreements Act extended the IRS user fee pro-
gram for five years (until October 1, 2000).

Reasons for Change

The Congress believed that it was appropriate to apply the spe-
cial tax rules applicable to combat zones to service in Bosnia and
Herzegovina, Croatia, and Macedonia in the same manner as if
they were a combat zone. '

Explanation of Provisions

Treatment of portions of former Yugoslavia as if they were a
combai zone

H.R. 2778 provides that a qualified hazardous duty area shall be
treated in the same manner as if it were a combat zone for pur-
poses of the following provisions of the Code: (1) the special rule
for determining surviving spouse status where the deceased spouse
was in missing status as a result of service in a combat zone (sec.
2(a)(3)); (2) the exclusions from income for combat pay (sec. 112);
(8) forgiveness of income taxes of members of the Armed Forces
dying in the combat zone or by reason of combat-zone incurred
wounds (sec. 692); (4) the reduction in estate taxes for members of
the Armed Forces dying in the combat zone or by reason of combat-
zone incurred wounds (sec. 2201); (5) the exemption from income
tax withholding for military pay for any month in which an em-
ployee is entitled to the exclusion from income (sec. 3401(a)(1)); (6)
the exemption from the telephone excise tax for toll telephone serv-
ice that originates in a combat zone (sec. 4253(d)); (7) the special
rule permitting filing of a joint return where a spouse is in missing

20 Letter from John T. Lyons, Assistant Commissioner (International), Internal Revenue Serv-
ice, to Lt. Col. David M. Pronchick, Armed Forces Tax Counsel, Department of Defense.
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status as a result of service in a combat zone (sec. 6013(f)(1)); and
(8) the suspension of time provisions (sec. 7508).

A qualified hazardous duty area means Bosnia and Herzegovina,
Croatia, or Macedonia, if, as of the date of enactment, any member
of the Armed Forces is entitled to hostile fire/imminent danger pay
for services performed in such country. Members of the Armed
Forces are in Bosnia and Herzegovina and Croatia as part of “Op-
eration Joint Endeavor” (the NATO operation). Members of the
Armed Forces are in Macedonia as part of “Operation Able Sentry”
(the United Nations operation).

Suspension of time provisionsv for other Operation Joint En-
deavor personnel : ‘

An individual who is performing services as part of Operation
Joint Endeavor outside the United States while deployed away
from the individual’s permanent duty station will qualify for the

- suspension of time provisions in section 7508 of the Code during
the period that hostile fire/imminent danger pay is paid in Bosnia

and Herzegovina, Croatia, or Macedonia.

Combat pay exclusion for officers

In addition, H.R. 2778 raises the dollar value of the exclusion
from income for any combat pay for officers in section 112 of the
Code from the present-law level of $500 per month to the highest
rate of basic pay at the highest pay grade that enlisted personnel
may receive plus the amount of hostile fire/imminent danger pay
which the officer receives. As of the date of enactment, the iighest
level of basic pay received by enlisted members of the Armed
Forces was $4,104.80 per month. P.L. 104-117 also conforms the
wage withholding rules to the income exclusion rules for officers.

Extension of IRS user fees

H.R. 2778 extends IRS user fees for three additional years (until
October 1, 2003).

- Effective Date o

The provision generally is effective on November 21, 1995 (the
date on which the Dayton Accord was initialed); the modifications
to the wage withholding rules apply to remuneration paid after the

date of enactment (March 20, 1996). The provision relating to IRS
user fees is effective on the date of enactment (March 20, 1996).

‘ ,Reve(u‘ite Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $38 million in 1996 and $45 million in 1997 and to in-
crease Federal fiscal year budget receipts by $35 million annually
in 2001, 2002, and 2003. '



. PART THREE:
TAXPAYER BILL OF RIGHTS 2 (H.R. 2337) 3¢

A. Taxpayer Bill of Rights 2 Provisions

1. Taxpayer advocate

a. Establishment of position of Taxpayer Advocate within
Internal Revenue Service (sec. 101 of TBOR 2 and sec.
7802 of the Code)

The Office of the Taxpayer Ombudsman was created by the In-
ternal Revenue Service (IRS) in 1979. The Taxpayer Ombudsman’s
duties are to serve as the primary advocate, within the IRS, for
taxpayers. As the taxpayers’ advocate, the Taxpayer Ombudsman
participates in an ongoing review of IRS policies and procedures to
determine their impact on taxpayers, receives ideas from the public
concerning tax administration, identifies areas of the tax law that
confuse or create an inequity for taxpayers, and supervises cases
handled under the Problem Resolution Program. Under prior proce-
dures, the Taxpayer Ombudsman is selected by the Commissioner
of the IRS and serves at the Commissioner’s discretion.

. Reasons for Change

To date, the Taxpayer Ombudsman has been a career civil serv-
ant selected by and serving at the pleasure of the IRS Commis-
sioner. Some may perceive that the Taxpayer Ombudsman is not
an independent advocate for taxpayers. In order to ensure that the
Taxpayer Ombudsman has the necessary stature within the IRS to
represent fully the interests of taxpayers, Congress believed it ap-
propriate to elevate the position to a position comparable to that
of the Chief Counsel. In addition, in order to ensure that the Con-
gress is systematically made aware of recurring and unresolved
problems and difficulties taxpayers encounter in dealing with the
IRS, the Taxpayer Ombudsman should have the authority and re-
sponsibility to make independent reports to the Congress in order
to advise the tax-writing committees of those areas.

Explanation of Provision

TBOR 2 establishes a new position, Taxpayer Advocate, within
the IRS. This replaces the position of Taxpayer Ombudsman. The
Taxpayer Advocate is appointed by and reports directly to the Com-

30 Pyblic Law 104-168; signed on July 30, 1996; hereinafter referred to as “TBOR 2”.

H.R. 2337 was reported by the House Committee on Ways and Means on March 28, 1996 (H.
Rept. 104-506), and was passed by the House on April 16, 1996. The bill was passed by the
Senate on July 11, 1996.

(20)
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missioner. Compensation of the Taxpayer Advocate is at a level
equal to that of the highest level official reporting directly to the
Deputy Commissioner of the IRS. -

TBOR 2 also establishes the Office of Taxpayer Advocate within
the IRS. The functions of the office are (1) to assist taxpayers in
resolving problems with the IRS, (2) to identify areas in which tax-
payers have problems in dealings with the IRS, (8) to propose
changes (to the extent possible) in the administrative practices of
the IRS that will mitigate those problems, and (4) to identify poten-
tial legislative changes that may mitigate those problems.

While the Taxpayer Advocate would not have direct line author-
- ity over the regional and local Problem Resolution Officers (PROs),

the Congress believes that all PROs should take direction from the
- Taxpayer Advocate and that they should operate with sufficient
independence to assure that taxpayer rights are not being subordi-
nated to pressure from local revenue officers, district directors, etc.
Accordingly, the Congress recommends and encourages that re-
gional PROs actively participate in the selection and evaluation of
- local PROs. : S s
~ The Taxpayer Advocate is required to make two annual reports
to the tax-writing committees. The first report is to contain the ob-
jectives of the Taxpayer Advocate for the next calendar year. This
report is to contain full and substantive analysis, in addition to sta-
tistical information, and is due not later than June 30 of each year.

'The second report is on the activities of the Taxpayer Advocate
during the previous fiscal year. The report must identify the initia-
tives the Taxpayer Advocate has taken to improve taxpayer serv-
ices and IRS responsiveness, contain recommendations received
from individuals who have the authority to issue a Taxpayer As-
sistance Order (TAO), describe in detail the progress made in im-
plementing these recommendations, contain a summary of at least
20 of the most serious problems which taxpayers have in dealing
with the IRS, include recommendations for such administrative
and legislative action as may be appropriate to resolve such prob-
lems, describe the extent to which regional problem resolution offi-
cers participate in the selection and evaluation of local problem res-
olution officers, and include other such information as the Tax-
payer Advocate may deem advisable. The Commissioner is required
to establish internal procedures that will ensure a formal IRS re-
sponse within three months to all recommendations submitted to
the Commissioner by the Taxpayer Advocate. This second report is
due not later than December 31 of each year.

The reports submitted to Congress by the Taxpayer Advocate are
not subject to prior review by the Commissioner, the Secretary of
the Treasury, any other officer or employee of the Department of
the Treasury, or the Office of Management and Budget. The objec-
tive is for Congress to receive an unfiltered and candid report of
the problems taxpayers are experiencing and what can be done to
address them. The reports by the Taxpayer Advocate are not offi-
cial legislative recommendations of the Administration; providing™
official legislative recommendations remains the responsibility of
the Department of Treasury.
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Effective Date
The provision is effective on the date of enactment. The first an-
gual reports of the Taxpayer Advocate are due in June and Decem-
er 1996. '

Revenue.Eﬂ‘ect

* The provision vis estimated to have no effect on Federal fiscal
year budget receipts.

b. Expansion of authority to issue Taxpayer Assistance
" QOrders (sec. 102 of TBOR 2 and sec. 7811 of the Code)

Prior Law

Code section 7811(a) authorizes the Taxpayer Ombudsman to
issue a Taxpayer Assistance Order (TAO). TAOs may order the re-
lease of taxpayer property levied upon by the IRS and may require
the IRS to cease any action, or refrain from taking any action if,
in the determination of the Taxpayer Ombudsman, the taxpayer is
suffering or about to suffer a significant hardship as a result of the
manner in which the internal revenue laws are being administered.

Reasons for Change

"The requirement that the significant hardship be as a result of
the manner in which the internal revenue laws are being adminis-
tered has resulted in confusion as to the circumstances which jus-
tify the issuance of a TAO. The most frequent situation where a
TAO may be needed, but may not have been authorized under prior
law, involves income tax refunds that are needed to relieve severe
hardship of taxpayers. Another example involves the re-issuance of
refund checks which have been sent by the IRS to an address at
which the taxpayer no longer resides. While the mailing of the
check to the incorrect address might in no way be due to the fault
of the IRS, the normal delays in reissuing such a check may cause
great hardship for the taxpayer. Also, the IRS Collection Division
may take an enforcement action when the taxpayer has had no ac-
tual notice of the deficiency and is not afforded any opportunity to
obtain an administrative review of the validity of the tax defi-
ciency. In cases like these, it may be appropriate for the Taxpayer
Advocate to issue a TAO to temporarily stay the IRS collection ac-
tion in order to allow for a review of the appropriateness of the pro-
posed action.

Explanation of Provision

TBOR 2 provides the Taxpayer Advocate with broader authority
to affirmatively take any action as permitted by law with respect
to taxpayers who would otherwise suffer a significant hardship as
a result of the manner in which the IRS is administering the tax
laws. In addition, TBOR 2 provides that a TAO may specify a time
period within which the TAO must be followed. Further, TBOR 2
provides that only the Taxpayer Advocate, the Commissioner of the
IRS, or the Deputy Commissioner, may modify or rescind a TAO.
Any official who modifies or rescinds a TAO must provide the Tax-
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payer Advocate a written explanation of the reasons for the modi-
fication or rescission.

Effective Date
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

2. Modifications to installment agreement proviSiqns ’ )
a. Notification of reasons for termination of installment
agreements (sec. 201 of TBOR 2 and sec. 6159 of the
Code)

Present and Prior Law

Section 6159 authorizes the IRS to enter into written installment
agreements with taxpayers to facilitate the collection of tax liabil-
ities. In general, the IRS has the right to terminate (or in some in-
stances, alter or modify) such agreements if the taxpayer provided
inaccurate or incomplete information before the agreement was en-
tered into, if the taxpayer fails to make a timely payment of an in-
stallment or another tax liability, if the taxpayer fails to provide
the IRS with a requested update of financial condition, if the IRS
determines that the financial condition of the taxpayer has changed
significantly, or if the IRS believes collection of the tax liability is
in jeopardy. If the IRS determines that the financial condition of
a taxpayer that has entered into an installment agreement has
changed significantly, the IRS must provide the taxpayer with a
written notice that explains the IRS determination at least 30 days
before altering, modifying, or terminating the installment agree-
ment. No notice is statutorily required if the installment agreement
is altered, modified, or terminated for other reasons.

Reasons for Change

The Congress believed that the IRS generally should notify tax-
payers if an installment agreement is altered, modified, or termi-
nated. S i s

Explanation of Provision :

TBOR 2 requires the IRS to notify taxpayers 30 days before al-
tering, modifying, or terminating any installment agreement for
any reason other than that the collection of tax is determined to

be in jeopardy. The IRS must include in the notification an expla-
nation of why the IRS intends to take this action. :

Effective Date
The provision is effective six months after the date of enactment.
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Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

b. Administrative review of termination of installment
%gt('iae)ments (sec. 202 of TBOR 2 and sec. 6159 of the
ode

Present and Prior Law

The IRS is currently testing an appeal process for various collec-
tion actions, including installment agreements, that will permit
taxpayers to appeal these collection actions to Appeals Division
personnel.

Reasons for Change

The Congress believed that taxpayers should be able to obtain an
- independent administrative review of terminations of installment
agreements. :
o . Explanation of Provision _
TBOR 2 requires the IRS to establish additional procedures for

an independent administrative review of terminations of install-
ment agreements for taxpayers who request a review.

Effective Date
The provision is effective on January 1, 1997.
Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

3. Abatement of interest ahd pehalties

a. Expansion of authority to abate interest (sec. 301 of
TBOR 2 and sec. 6404 of the Code)

Present and Prior de

Any assessment of interest on any deficiency attributable in
whole or in part to any error or delay by an officer or employee of
the IRS (acting in his official capacity) in performing a ministerial
act may be abated. .

Reasons for Change

The Congress believed that it is appropriate to expand the au-
thority to abate interest to include delays caused by managerial
acts of the IRS.

Explanation of Provision

TBOR 2 permits the IRS to abate interest with respect to any
unreasonable error or delay resulting from managerial acts as well
as ministerial acts. This would include extensive delays resulting
from managerial acts such as: the loss of records by the IRS, IRS
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personnel transfers, extended illnesses, extended personnel train-
ing, or extended leave. On the other hand, interest would not be
abated for delays resulting from general administrative decisions.
For example, the taxpayer could not claim that the IRS’s decision
on how to organize the processing of tax returns or its delay in im-
plementing an improved computer system resulted in an unreason-
able delay in the Service’s action on the taxpayer’s tax return, and
so the interest on any subsequent deficiency should be waived.

Effective Date
~_The provision applies to interest accruing with respect to defi-
ciencies or payments for taxable years beginning after the date of
enactment.

Revenue Effect _
The provision is estimated to reduce Federal fiscal year budget
receipts by less than $1 million per year for 1996 to 2006.

b. Review of IRS Tailure to abate interest (sec. 302 of

TBOR 2 and sec. 6404 of the Code)

Prior Law

Federal courts generally did not have the jurisdiction to review
the IRS’s failure to abate interest. ' e

Reasons for Change

The Congress believed that it is appropriate for the Tax Court
to have jurisdiction to review IRS’s failure to abate interest with
respect to certain taxpayers. : ’

Explanation of Provision

TBOR 2 grants the Tax Court jurisdiction to determine whether
the IRS’s failure to abate interest for an eligible taxpayer was an
abuse of discretion. The Tax Court may order an abatement of in-
terest. The action must be brought within 180 days after the date
of mailing of the Secretary’s final determination not to abate inter-
est. An eligible taxpayer must meet the net worth and size require-
ments imposed with respect to awards of attorney’s fees. No infer-

ence is intended as to whether under prior law any court has juris-
diction to review IRS’s failure to abate interest. ‘

Effective Date

The provision applies to requests for abatement after the date of
enactment. _ o ; o

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $1 million per year for 1996 to 2006.

c. Extension of interest-free period for payment of tax
after notice and demand (sec. 303 of TBOR 2 and sec.
6601 of the Code)
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Present and Prior Law

In general, a taxpayer must pay interest on late payments of tax.
An interest-free period of 10 calendar days is provided to taxpayers
who pay the tax due within 10 calendar days of notice and demand.

- Reasons for Change

The 10-day interest-free period was designed to give taxpayers
time to receive the notice and pay the amount due. Because it may
be very difficult for some taxpayers to remit payment within the
ten-day period, particularly if the mail has delayed delivery of the
notice, the IRS must recompute interest and send another notice
to taxpayers.

Explanation of Provision

TBOR 2 extends the interest-free period provided to taxpayers
for the payment of the tax liability reflected in the notice from 10
calendar days to 10 business days (21 calendar days, provided that
gie tota(l))tax liability shown on the notice of deficiency is less than

00,000).

Effective Date

The provision applies in the case of any notice and demand given
after December 31, 1996. .

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $2 million in 1996, $7 million in 1997, $8 million in
years 1998 to 2000, $9 million in years 2001 to 2003, $10 million
in years 2004 and 2005, and $11 million in 2006.

d. Abatement of penalty for failure to make required de-
posits of payroll taxes in certain cases (sec. 304 of
TBOR 2 and sec. 6656 of the Code)

Present and Prior Law

If any person who is required to deposit taxes imposed by the In-
ternal Revenue Code with a government depository fails to deposit
such taxes on or before the prescribed date, a penalty may be im-
posed, unless it is shown that such failure is due to reasonable
cause and not willful neglect. The penalty contains a four-tiered
structure in which the amount of the penalty varies with the
length of time within which the taxpayer corrects the failure. The
amount of the underpayment for this purpose is the excess of the
amount of the tax required to be deposited over the amount of the
tax, if any, deposited on or before the prescribed date.

Reasons for Change

The Congress believed that it is appropriate to enumerate addi-
tignaldcircumstances under which this penalty may be waived or
abated.
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Explanation of Provision

TBOR 2 provides that the Secretary may waive this penalty with
respect to an inadvertent failure to deposit any employment tax if:
(a) the depositing entity meets the net worth requirements applica-
ble for awards of attorney’s fees; (b) the failure to deposit occurs
during the first quarter that the depositing entity was required to
deposit any employment tax; and (c) the return for the employment
tax was filed on or before the due date. ' ,

TBOR 2 also provides that the Secretary may abate any penalty
for failure to make deposits for the first time a depositing entity
makes a deposit if it inadvertently sends the deposit to the Sec-
retary instead of to the required government depository.

Effective Date
The provision is effective on the date of enactment.

Revenue Eﬂ‘éct

The provision is estimated to reduce Federal fiscal year on-budg-
et receipts by $23 million in 1996, and $1 million in years 1997 to
2006, and to reduce off-budget receipts by $38 million in 1996 and
$1 million for years 1997 to 2006.

4. Joint returns

a. Studies of joint and several liability for married per-
- sons filing joint tax returns and other joint return-re-
lated issues (sec. 401 of TBOR 2)

Present and Prior Law

Spouses who file a joint tax return are each fully responsible for
the accuracy of the return and for the full tax liability. This is true
even though only one spouse may have earned the wages or income
which is shown on the return. This is “joint and several” liability.
Spouses who wish to avoid joint liability may file as a “married
person filing separately.” ' ‘

Spouses often file a joint tax return but then later are separated
or divorced. If the IRS later disputes the accuracy of the joint tax
returns, one spouse may be held liable for the entire tax deficiency
stemming from erroneous deductions or omitted income attrib-
utable to the other spouse. Therefore, the “innocent” spouse may be
held liable for the full deficiency in a subsequent audit occurring
after the separation or divorce. This has resulted in a serious hard-
ship being imposed on an “innocent spouse” in a number of cases.

In some cases, a couple addresses the responsibility for tax liabil-
ity as part of their divorce decree. However, these agreements are
not binding on the IRS because the IRS was not a party to the di-
vorce proceeding. Thus, if a former spouse violates the tax respon-
sibilities assigned to him or her in a divorce decree, the other
spouse may not rely on the decree in dealing with the IRS.

While present law does contain provisions which give relief to
certain innocent spouses in these situations, the provisions are nar-
rowly drawn and strictly interpreted. Therefore, many former
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spouses are not able to qualify for the protections of the current
“Innocent spouse” rules.

In 1930, the Supreme Court ruled in Poe v. Seaborn, 282 U.S.
101 (1930), that all the earnings of a married couple in community
property states were part of the marital property to which each
spouse had an equal right. At the time, married couples generally
welcomed this decision because it allowed couples in community
property states to benefit from income “splitting” between the hus-
band and wife for income tax purposes. Later, the Federal tax law
was changed to allow all married taxpayers to “split” their income
by means of filing a joint tax return.

While the income-splitting effect of Poe v. Seaborn is now moot,
the decision continues to affect married couples in community prop-
erty states, but in an adverse way. For example, there are cases
where a divorced spouse owes the IRS a tax liability based on his
or her joint return filed during the marital years. When this spouse
remarries, the new spouse’s income may become subject to levy in
order to satisfy the tax deficiency of the prior spouse. In contrast,
- if the couple did not live in a community property state, the second
spouse’s wages could not be levied to pay a tax liability arising
from this spouse’s first marriage. )

Reasons for Change

The Congress believed that the traditional standard of joint and
several liability for married couples filing a joint tax return should
be re-examined. ‘

Explanation of Provision

TBOR 2 directs the Treasury Department and the General Ac-
counting Office (GAQO) to conduct separate studies analyzing the
following:

(1) The effects of changing the current standard of “joint and sev-
eral” liability for married couples to a “proportionate” liability
standard. That is, each spouse would be liable only for the income -
tax attributable to the income of each spouse.

(2) The effects of requiring the IRS to be bound by the terms of
a divorce decree which addresses the responsibility for the tax li-
ability on prior joint tax returns.

(3) Whether the current “innocent spouse” provisions provide
meaningful relief to former spouses. ,

(4) The effects of overturning the application of Poe v. Seaborn
for income tax purposes in community property states.

The Treasury Department and the GAO must examine the tax
policy implications, the equity implications, and operational
changes which would face the IRS if the liability standard were
changed. For example, the studies must consider how a system of
proportionate liability would change the way the IRS commu-
nicates with taxpayers, conducts audits of joint returns, and en-
forces tax lien and levies against married couples.

Effective Date
. The studies are due six months after the date of enactment.
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Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts. ,

b. Joint return may be made after separate returns with-
out full payment of tax (sec. 402 of TBOR 2 and sec.
6013 of the Code) » o

Prior Law

Taxpayers who file separate returns and subsequently determine
that their tax liability would have been less if they had filed a joint
- return are precluded by statute from reducing their tax liability by
filing jointly if they are unable to pay the entire amount of the
joint return liability before the exFiration of the three-year period
for making the election to file jointly.

Reasons for Change

Not all taxpayers are able to pay the full amount owed on their
returns by the filing deadline. In such circumstances, the IRS en-
‘courages the taxpayer to pay the tax as soon as possible or enter
into an installment agreement. However, taxpayers who file sepa-
rate returns and subsequently determine that their tax liability
would have been less if they had filed a joint return are precluded
from reducing their tax liability by filing jointly if they are unable
to pay the entire amount of the joint return liability. This rule may
be unfair to taxpayers experiencing financial difficuities. ' '

Explanation of Provision

TBOR 2 repeals the requirement of full payment of tax liability
as a precondition to switching from married filing separately status
to married filing jointly status. C ‘

Effective Date

The provision applies to taxable years beginning after the date
of the enactment. _
' ' 'Revenue Effect - -

The provision is estimated to rédu(ié Federal fiscal yeér budget
receipts by less than $1 million per year for 1996 to 2006.

c. Disclosure of collection activities with respect to joint

returns (sec. 403 of TBOR 2 and sec. 6103 of the Code)

Present and Prior Law

The IRS does not routinely disclose collection information to a
former spouse that relates to tax liabilities attributable to a joint
return that was filed when married.

‘Reas(ms for Change

The Congress believed that it is appropriate to réquiré the IRS
to discuss with one former s?ouse the efforts it has made to collect
the joint return tax liability from the other spouse.
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Explanation of Provision

If a tax deficiency with respect to a joint return is assessed, and
the individuals filing the return are no longer married or no longer
reside in the same household, TBOR 2 requires the IRS to disclose
in writing (in response to a written request by one of the individ-
uals) to that individual whether the IRS has attempted to collect
the deficiency from the other individual, the general nature of the
collection activities, and the amount (if any) collected.

Such requests must be made in writing. The IRS may develop
‘procedures to address the frequency of such requests in order to
prevent taxpayers from abusing this provision by making numer-
ous requests without good cause. For example, one request per
quarter would be a reasonable rate unless the taxpayer had good
cause to seek more frequent information. :

In making these disclosures, the IRS may omit the current home
address and business location of the former spouse. This is de-
signed to prevent the disclosure of such personal information to
persons who might be hostile towards a former spouse. :

Effective Date _
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

5. Collection activities
a. Modifications to lien and levy provisions

i. Withdrawal of public notice of lien (sec. 501(a) TBOR
2 and sec. 6323 of the Code) '

Present and Prior Law

The IRS must file a notice of lien in the public record, in order
to protect the priority of a tax lien. A notice of tax lien provides
public notice that a taxpayer owes the Government money. The
IRS has discretion in filing such a notice, but may withdraw a filed
notice only if the notice (and the underlying lien) was erroneously
filed or if the underlying lien has been paid, bonded, or become un-
enforceable.

Reasons for Change

The Congress believed that it is appropriate to give the IRS dis-
cretion to withdraw a notice of lien in other situations as well.

 Explanation of Provision

TBOR 2 allows the IRS to withdraw a public notice of tax lien
prior to payment in full by the indebted taxpayer without preju-
dice, if the Secretary determines that (1) the filing of the notice
was premature or otherwise not in accordance with the administra-
tive procedures of the IRS, (2) the taxpayer has entered into an in-
stallment agreement to satisfy the tax liability with respect to
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which the lien was filed, (3) the withdrawal of the lien will facili-
tate collection of the tax liability, or (4) the withdrawal of the lien
would be in the best interests of the taxpayer (as determined by
the Taxpayer Advocate) and of the Government. The IRS must also
. provide a copy of the notice of withdrawal to the taxpayer. TBOR
2 also requires that, at the written request of the taxpayer, the IRS
make reasonable efforts to give notice of the withdrawal of a lien
to creditors, credit reporting agencies, and financial institutions
specified by the taxpayer. ,

Effective Date
‘The provision is effective on the date of enactment.
_ Revenue Eﬂ'ect
The provision is estimated to have no effect on Federal fiscal
year budget receipts.

ii. Return of levied property (sec. 501(b) of TBOR 2
and sec. 6343 of the Code)

Present and Prior Law

The IRS is authorized to levy on the property of a taxpayer as
a means of collecting unpaid taxes. The IRS is able to return levied
property to a taxpayer only when the taxpayer has fully paid its
liability with respect to tax, interest, and penalty for which the
property was levied.

Reasons for Change

There are several situations where the IRS is not authorized to
return levied-upon amounts, even when it believes doing so would
be equitable and in the best interests of the taxpayer and the Gov-
ernment. For example, if the IRS enters into an installment agree-
ment and, in contradiction to the terms of the installment agree-
ment, the IRS levies on the taxpayer’s property, the IRS is prohib-
ited from returning the property to the taxpayer. The Congress be-
lieved that it is appropriate to give the IRS authority to return lev-
ied property in other circumstances as well. -

~ Explanation of Provision

TBOR 2 allows the IRS to return property (including money de-
posited in the Treasury) that has been levied upon if the Secretary
determines that (1) the levy was premature or otherwise not in ac-
cordance with the administrative procedures of the IRS, (2) the tax-
payer has entered into an installment agreement to satisfy the tax
liability, (8) the return of the property will facilitate collection of
the tax liability, or (4) the return of the property would be in the

best interests of the taxpayer (as determined by the Taxpayer Ad-
vocate) and the Government. '

Effective Date
The provision is effective on the date of enactment.
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. Revenue Effect

“The provision is estimated to have no effect on Federal fiscal
year budget receipts.

iii. Modifications in certain levy exemption amounts
(sec. 502 of TBOR 2 and sec. 6334 of the Code)

Prior Law

Property exempt from levy includes personal property with a
value of up to $1,650 and books and tools of a trade with a value
of up to $1,100.

Reasons for Change

The Congress believed that these amounts should be increased
and indexed for inflation.

Explanation of Provision

TBOR 2 increases the exemption amount to $2,500 for personal
property and increases the exemption amount to $1,250 for books
and tools of a trade. These amounts are indexed for inflation com-
mencing January 1, 1997. '

Effective Date

The provision is effective with respect to levies issued after De-
cember 31, 1996.

Revenue Effect

The provision is estimated  to “Bave no revenue effect for 1996,
and would reduce the Federal fiscal year budget receipts by less
than $1 million per year for 1997 to 2006.

b. Offers-in-compromise (sec. 503 of TBOR 2 and sec. 7122
of the Code)

Present and Prior Law

The IRS has the authority to settle a tax debt pursuant to an
offer-in-compromise. IRS regulations provide that such offers can
be accepted if: the taxpayer is unable to pay the full amount of the
tax liability and it is doubtful that the tax, interest, and penalties
can be collected or there is doubt as to the validity of the actual
tax liability. Amounts over $500 can only be accepted if the reasons
for the acceptance are documented in detail and supported by an
opinion of the IRS Chief Counsel.

Reasons for Change

The Congress believed that the $500 threshold amount requiring
a written opinion from the IRS Chief Counsel slows the approval
process for most offers-in-compromise and is unnecessarily low.
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Explanation of Provision

TBOR 2 increases from $500 to $50,000 the amount requiring a
written opinion from the Office of Chief Counsel. Compromises
below the $50,000 threshold must be subject to continuing quality
review by the IRS.

Effective Date
The provision is effective on the date of enactment.
Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $1 million per year for 1996 to 2006.

6. Information returns

a. Civil damages for fraudulent filing of information re-
Eur(xl:s) (sec. 601 of TBOR 2 and new sec. 7434 of the
ode

Prior Law

Federal law provided no private cause of action to a taxpayer
who is injured because a fraudulent information return has been
filed with the IRS asserting that payments have been made to the
taxpayer.

"Some taxpayers may suffer significant personal loss and incon-
venience as the result of the IRS receiving fraudulent information

returns, which have been filed by persons intent on either defraud-
ing the IRS or harassing taxpayers.
-Explanation of Provision

"TBOR 2 provides that, if any person willfully files a fraudulent
information return with respect to payments purported to have
been made to another person, the other person may bring a civil
action for damages against the person filing that return. A copy of
the complaint initiating the action must be provided to the IRS. Re-
coverable damages are the greater of (1) $5,000 or (2) the amount
of actual damages (including the costs of the action) and, in the
court’s discretion, reasonable attorney’s fees. The court must speci-
fy in any decision awarding damages the correct amount (if any)
that should have been reported on the information return. An ac-
tion seeking damages under this provision must be brought within
six years after the filing of the fraudulent information return, or
one year after the fraudulent information return would have been
‘ iiiscovered through the exercise of reasonable care, whichever is
ater.

The Congress did not want to open the door to unwarranted or
frivolous actions or abusive litigation practices. The Congress was
concerned, for example, about the possibility that an unfounded or
frivolous action might be brought under this section by a current
or former employee of an employer who is not pleased with one or
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more items that his or her current or former employer has included
on the emfnloyee’s Form W-2. Therefore, actions brought under this
section will be subject to Rule 11 of the Federal Rules of Civil Pro-
cedure, relating to the imposition of sanctions in the case of un-
. founded or frivolous claims, to the same extent as other civil ac-
tions.

Effective Date

The provision applies to fraudulent information returns filed
after the date of enactment.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

b. Requirement to conduct reasonable investigations of
- information returns (sec. 602 of TBOR 2 and sec. 6201
of the Code) :

Prior Law

Deficiencies determined by the IRS are generally afforded a pre-
sumption of correctness.

Reasons for Change

Taxpayers may encounter difficulties when a payor issues an er-
roneous information return and refuses to correct the information
and report the change to the IRS, or when a fraudulent informa-
tion return is filed.

Explanation of Provision

TBOR 2 provides that, in any court proceeding, if a taxpayer as-
serts a reasonable dispute with respect to any item of income re-
ported on an information return (Form 1099 or Form W-2) filed by
a third party and the taxpayer has fully cooperated with the IRS,
the Government has the burden of producing reasonable and pro-
bative information concerning the deficiency (in addition to the in-
formation return itself). Fully cooperating with the IRS includes
(but is not limited to) the following: bringing the reasonable dis-
pute over the item of income to the attention of the IRS within a
reasonable period of time, and providing (within a reasonable pe-
riod of time) access to and inspection of all witnesses, information,
and documents within the control of the taxpayer (as reasonably
requested by the Secretary).

Effective Date
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $3 million in 1996, $6 million in years 1997 to 1999,
$7 million in 2000, $8 million in years 2001 to 2004, and $9 million
in 2005 and 20086. ‘
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7. Awarding of costs and certain fees

a. United States must establish that its position in'a pro-
ceeding was substantially justified (sec. 701 of TBOR 2
and sec. 7430 of the Code)

Present and Prwr Law ,

Under section 7430, a taxpayer who successfully challenges a de-
termination of deﬁc:ency by the IRS may recover attorney’s fees
and other administrative and litigation costs if the taxpayer quali-
fies as a “prevailing party.” A taxpayer qualifies as a prevailing
party if it: (1) establishes that the position of the United States
was not substantially justified; (2) substantially prevails with re-
spect to the amount in controversy or with respect to the most sig-
nificant issue or set of issues presented; and (3) meets certain net
worth and (if the taxpayer is a business) size requirements. A tax-
payer must exhaust administrative remedies to be eligible to re-
ceive an award of attorney’s fees. ,

Reasons for Change

The Congress believed that it is appropriate for the IRS to dem-
onstrate that it was substantially justified in maintaining its posi-
tion when the taxpayer substantially prevails and that the IRS
should be required to follow its publlshed guidance and pnvate
guidance provided to taxpayers.

Explanation of Provision

TBOR 2 provides that, once a taxpayer substantially prevails
over the IRS in a tax dispute, the IRS has the burden of proof to
establish that it was substantially justified in maintaining its posi-
tion against the taxpayer. This will switch the current procedure
which places the burden of proof on the taxpayer to establish that
the IRS was not substantially justified in maintaining its position.
Therefore, the successful taxpayer will receive an award of attor-
ney’s fees unless the IRS satisfies its burden of proof. TBOR 2 also
establishes a rebuttable presumption that the position of the Unit-
ed States was not substantially justified if the IRS did not follow
in the administrative proceeding (1) its published regulations, reve-
nue rulings, revenue procedures, information releases, notices, or
announcements, or (2) a private letter ruling, determination letter,
or technical advice memorandum issued to the taxpayer. This pro-
vision only applies to the version of IRS guidance that is most cur-
rent on the date the IRS’s position was taken.

Eﬁ'ectwe Date

The prowswn is effective for proceedlngs commenced after the
date of enactment.

Revenue Effect

The provision is estlmated to reduce the Federal fiscal year budg-
et receipts by $2 million in years 1996 to 1998, and $3 m11110n in
years 1999 to 2006.
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b. Increased limit on attbi'ney’s fees (sec. 702 of TBOR 2
and sec. 7430 of the Code)

Prior Law

Attorney’s fees recoverable by prevailing parties as litigation or
administrative costs was originally set at $75 per hour.

Reasons for Change

The Congress believed that these amounts should be raised and
indexed for inflation.

' Explanation of Provision

TBOR 2 raises the statutory rate to $110 per hour, indexed for
inflation beginning after 1996.

Effective Date

The provision applies to proceedings commenced after the date of
enactment. :

Revenue Effect

_The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million per year for 1996 to 2006.

c. Failure to agree to extension not taken into account
(sec. 703 of TBOR 2 and sec. 7430 of the Code)

Presént and Prior Law

To qualify for an award of attorney’s fees, the taxpayer must
?ﬁge exhausted the administrative remedies available within the

Reasons for Change

The IRS has taken the position in regulations that attorney’s fees
cannot be awarded if the taxpayer has not agreed to extend the
statute of limitations. In Minahan v. Commissioner, 88 T.C. 492
(1987), the Tax Court held that regulation invalid insofar as it pro-
vides that a taxpayer’s refusal to consent to extend the statute of
limitations is to be taken into account in determining whether the
taxpayer has exhausted administrative remedies available to the
taxpayer.

Explanation of Provision

TBOR 2 provides that any failure to agree to an extension of the
statute of limitations cannot be taken into account for purposes of
determining whether a taxpayer has exhausted the administrative

remedies for purposes of determining eligibility for an award of at-
torney’s fees.

Effective Date
The provision applies to proceedings commenced after the date of
enactment. ‘
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Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

d. Award of litigation costs permitted in declaratory judg-
nlllen(t: 1::;'o)ceedmgs (sec. 704 of TBOR 2 and sec. 7430 of
the Code .

Prwr Law

Sectlon 7430(b)(3) denies any relmbursement for attorneys fees
in all declaratory judgment actions, except those actions related to
the revocation of an organization’s qualification under section
501(c)(3) (relatmg to tax-exempt status).

Reasons for Change

The Congress believed that it was appropnate to treat declara- '
tory judgment proceedings similar to other tax proceedings, with
respect to e11g1b111ty for attorney’s fees.

Explanatwn of Provtswn o

TBOR 2 eliminates the prior-law restrictions on awardlng attor-
ney’s fees in all declaratory judgment proceedings.

Effective Date

The provision applies to procéedings commeniced after the date of ~

enactment. , -
... Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $1 million per year for 1996 to 20086.

8. Modification to recovery of civil damages for unauthor-
ized collection actions

a. Increase in limit on recovery of c1v11 damages for unau-
thorized collection actions (sec. 801 of TBOR 2 and sec.
7433 of the Code)

Prior Law

A taxpayer may sue the United States for up to $100,000 of dam-
ages caused by an officer or employee of the IRS who recklessly or
intentionally disregards provisions of the Internal Revenue Code or

the Treasury regulations promulgated thereunder in connectlon o

w1th the collectlon of Federal tax w1th respect to the taxpayer o

Reasons for Change

The Congress believed that the cap for damages caused by IRS
employees should be raised. ,

Explanation ofProvzswn . o
TBOR 2 increases the cap from $100,000 to $1 m1lhon )
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Effective Date

The provision applies to unauthorized collection actions by IRS
employees that occur after the date of enactment.

Revenue Effect
The provision is estimated to reduce Federal ﬁscal year budget
receipts by $3 million per year for 1996 to 2006.

b. Court discretion to reduce award for litigation costs
for failure to exhaust administrative remedies (sec. 802
of TBOR 2 and sec. 7433 of the Code)

Prior Law
A taxdpayer suing the United States for civil damages for unau-
thorized collection activities must exhaust admlmstratlve remedies
to be ehglble for an award.
- Reasons for Change

The Congress believed that there may be circumstances in which
it is glappropnate to require a taxpayer to exhaust administrative
remedies

Explanation of Provision

TBOR 2 permits (but does not require) a court to reduce an
award if the taxpayer has not exhausted administrative remedies.

Effective Date

The provision is effective for proceedings commenced after the
date of enactment

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
‘receipts by $1 million per year for 1996 to 2006.

9. Modification to penalty for failure to collect and pay over
tax

a. Preliminafy notice requirement (sec. 901 of TBOR 2
~ and sec. 6672 of the Code)

“Present and Pnor Law

Under section 6672, a respons1b1e person is subject to a penalty
equal to the amount of trust fund taxes that are not collected or
paid to the government on a timely basis. An individual the IRS
has identified as a responsible person is perrmtted an administra-
tive appeal on the question of responsibility.

Reasons for Change

Some employees may not be fully aware of their personal liability
under section 6672 for the failure to pay over trust fund taxes. The
Congress believed that IRS could make additional efforts to assist
the public in understanding its responsibilities. ‘
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- Explanation of Provision
TBOR 2 requires the IRS to issue a notice to an individual the

‘ IRS had determined to be a responsible person with respect to un-
.paid trust fund taxes at least 60 days prior to issuing a notice and

demand for the penalty. The statute of limitations shall not expire
before the date 90 days after the date on which the notice was
mailed. The provision does not apply if the Secretary finds that the
collection of the penalty is in jeopardy.

Eﬂ'ectwe Date
‘The prov1s1on apphes to assessments made after June 30, 1996.

Revenue Effect

The provision is estimated to have no effect on Federal ﬁscal
year budget receipts.

b. Disclosure of certain information where more than one
person subject to penalty (sec. 902 of TBOR 2 and sec.
6103 of the Code)

Prior Law

The >IR}S may not disclose to a responsible person the IRS’s ef-
forts to collect unpaid trust fund taxes from other responsible per-
sons, who may also be liable for the same tax 11ab111ty

'Reasons for Change

The Congress believed that it is appropriate to permit the IRS
to disclose to ‘a responsible person whether the IRS is imposing the
penalty on any other responsible person, and whether the IRS has
been successful in collecting the penalty against such a person.

Explanation of Provision

TBOR 2 requires the IRS, if requested in writing by a person
considered by the IRS to be a responsible person, to disclose in
writing to that person the name of any other person the IRS has
determined to be a responsible person with respect to the tax liabil-
ity. The IRS is required to disclose in writing whether it has at-
tempted to collect this penalty from other responsible persons, the
general nature of those collection activities, and the amount (if

any) collected. Failure by the IRS to follow this provision does not
absolve any individual for any liability for this penalty.

v Effective Date
The provision is effective on the date of enactment
Revenue Eﬂ’ect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.
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c. Right of contribution from multiple responsible parties
(sec. 903 of TBOR 2 and sec. 6672 of the Code)

Present and Prior Law

A responsible person may seek to recover part of the amount
which he has paid to the IRS from other individuals who also may
have the obligations of a responsible person but who have not yet
contributed their proportionate share of their liability under section
6672. Taxpayers must pursue such claims for contribution under

- state law (to the extent state law permits such claims). The vari-
ations in state law sometimes make it difficult or impossible to
press successful suits in state courts to force a contribution from
other responsible persons.

Reasons for Change

The IRS may collect this penalty from a responsible person from
whom it can collect most easily, rather than from the person with
the greatest culpability for the failure. It would accordingly pro-
mote fairness in the administration of the tax laws to establish a
right of contribution among multiple responsible parties.

Explanation of Provision

If more than one person is liable for this penalty, each person
who paid the penalty is entitled to recover from other persons who
are liable for the penalty an amount equal to the excess of the
amount paid by such person over such person’s proportionate share
of the penalty. This proceeding is a Federal cause of action and
must be entirely separate from any proceeding involving IRS’s col-
lection of the penalty from any responsible party (including a pro-
ceeding in which the United States files a counterclaim or third-
party complaint for collection of the penalty).

Effective Date

The provision applies to penalties assessed after the date of en-
actment. .

. Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

d. Board members of tax-ekempt brganizations (sec. 904 of
TBOR 2 and sec. 6672 of the Code)

Present and Prior Law

Under section 6672, “responsible persons” of tax-exempt organi-
zations are subject to a penalty equal to the amount of trust fund
ta:;)es that are not collected and paid to the Government on a time-
ly basis.

Reasons for Change

Individuals who serve on the boards of tax-exempt organizations,
on a voluntary or honorary basis, are often concerned that they will
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be held liable for unpaid taxes of the organization as a responsible
person, even though their service may be strictly voluntary in na-
ture, and they may not be involved in the day-to-day operations
and financial decisions of the organization. The Congress believed
that the IRS has not made adequate efforts to clarify the rules ap-
plicable to tax-exempt organizations.

Explanation of Provzswn

TBOR 2 clarifies that the section 6672 respon51ble person pen-
alty is not to be imposed on volunteer, unpaid members of any
beard of trustees or directors of a tax-exempt organization to the
extent such members are solely serving in an honorary capacity, do
not participate in the day-to-day or financial activities of the orga-
nization, and do not have actual knowledge of the failure. The pro-
vision cannot operate in such a way as to eliminate all respons1b1e
persons from responsibility.

TBOR 2 requires the IRS to develop materials to better inform
board members of tax-exempt organizations (including voluntary or
honorary members) that they may be treated as responsible per-
sons. The IRS is required to make such materials routinely avail-
able to tax-exempt organizations. TBOR 2 also requires the IRS to
clarify its instructions to IRS employees on application of the re-
sponsible person penalty with regard to honorary or volunteer
members of boards of trustees or directors of tax-exempt organiza-
tions.

Eﬂ'ectwe Date
The provision is eﬁ'ectwe on the date of enactment

Revenue Eﬁ'ect ‘

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

10. Modifications of rules relating to summonses

a. Enrolled agents included as thn'd-party recordkeepers
(sec. 1001 of TBOR 2 and sec. 7609 of the Code)

Present and Prior Law

Section 7609 contalns special procedures that the IRS must fol-
low before it issues a third- party summons. A third-party sum-
mons is a summons issued to a third-party recordkeeper compelling
him to provide information with respect to the taxpayer. An exam-
ple of this would be a summons served on a stock brokerage house
to provide data on the securities trading of the taxpayer-client.

If a third-party summons is served on a third-party recordkeeper
listed in section 7609(a)3), then the taxpayer must receive notice
of the summons and have an opportunity to challenge the sum-
mons in court. Otherwise the taxpayer has no statutory right to re-
ceive notice of the summons and accordingly he w111 not have the
opportunity to challenge it in court.
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Section 7609(a)(3) lists attorneys and accountants as third-party
recordkeepers, but it does not list “enrolled agents,” who are au-
thorized to practice before the IRS.

Reasons for Change

Because enrolled agents are authorized to practice before the IRS
in a similar manner to attorneys and accountants, the Congress be-
lieved that they should be accorded the same status as third-party
recordkeepers as are attorneys and accountants.

Explanation of Provision
TBOR 2 includes enrolled agents as third-party recordkeepers.

Effective Date

The provision applies to summonses issued after the date of en-
actment.

 Revenue Effect

: The'provisi'on ié estimated to reduce Federal ﬁséai year budget
receipts by less than $1 million per year for 1996 to 2006.

b. Safeguards relating to designated summonses; annual
report to Congress on designated summonses (secs.
1002 and 1003 of TBOR 2 and sec. 6503 of the Code)

Present and Prior Law

The period for assessment of additional tax with respect to most
tax returns, corporate or otherwise, is three years. The IRS and the
taxpayer can together agree to extend the period, either for a speci-
fied period of time or indefinitely. The taxpayer may terminate an
ilxﬁdseﬁnite agreement to extend the period by providing notice to the

During an audit, the IRS may informally request that the tax-
payer provide additional information necessary to arrive at a fair
and accurate audit adjustment, if any adjustment is warranted.
Not all taxpayers cooperate by providing the requested information
on a timely basis. In some cases the IRS seeks information by issu-
ing an administrative summons. Such a summons will not be judi-
cially enforced unless the Government (as a practical matter, the
Department of Justice) seeks and obtains an order for enforcement
in Federal court. In addition, a taxpayer may petition the court to
quaglll an administrative summons where this is permitted by stat-
ute.

In certain cases, the running of the assessment period is sus-
pended during the period when the parties are in court to obtain
or avoid judicial enforcement of an administrative summons. Such
a suspension is provided in the case of litigation over a third-party
summons (sec. 7609(e)) or litigation over a summons regarding the
examination of a related party transaction. Such a suspension can

' 31Petitions to quash are permitted, for example, in connection with the examination of certain
related party transactions under section 6038A(eX4), and in the case of certain third-party sum-
monses under section 7609(bX2).
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also occur with respect to a corporate tax return if a summons is
issued at least 60 days before the day on which the assessment pe-
riod (as extended) is scheduled to expire. In this case, suspension
is only permitted if the summons clearly states that it is a “des-
ignated summons” for this purpose. Only one summons may be
treated as a designated summons for purposes of any one tax re-
turn. The limitations period is suspended during the judicial en-
forcement period of the designated summons and of any other sum-
mons relating to the same tax return that is issued within 30 days
after the designated summons is issued. h

Under current internal procedures of the IRS, no designated
summons is issued unless first reviewed by the Office of Chief
Counsel to the IRS, including review by an IRS Deputy Regional
Counsel for the Region in which the examination of the corpora-
tion’s return is being conducted.

Reasons for Change

The Congress recognized that issuance of a designated summons
is a serious step in the examination of a tax return, given the fact
that litigation over the summons would suspend the running of the
period for assessing additional tax against the taxpayer under
audit. The Congress believed that, in recognition of the seriousness
of such a step, the IRS should be required to institute additional
procedures to ensure high-level IRS review before any such sum-
mons is issued. The Congress also believed that it is important to
place some restrictions on the taxpayers to whom IRS can issue a
designated summons.

Explanation of Provision

TBOR 2 requires that issuance of any designated summons with
respect to a corporation’s tax return must be preceded by review
of such issuance by the Regional Counsel, Office of Chief Counsel
to the IRS, for the Region in which the examination of the corpora-
tion’s return is being conducted. ‘ ,

TBOR 2 also limits the use of a designated summons to corpora-
tions (or to any other person to whom the corporation has trans-
ferred records) that are being examined as part of the Coordinated
Examination Program (CEP) or its successor. CEP audits cover
about 1,600 of the largest corporate taxpayers. If a corporation
moves between CEP and non-CEP audit categories, only the tax
years covered by the CEP may be the subject of a designated sum-
mons. TBOR 2 does not affect Code section 6038A(e)(1), which re-
lates to a U.S. reporting corporation that acts merely as the agent
of the foreign related party by receiving summonses on behalf of
the foreign party.

TBOR 2 also requires that the Treasury report annually to the
Congress on the number of designated summonses issued in the
preceding 12 months.

Effective Date

The provision applies to summonses issued after date of enact-
ment.
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Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $1 million per year for 1996 to 20086.

11. Relief from retroactive application of Treasury Depart-
ment regulations (sec. 1101 of TBOR 2 and sec. 7805 of
the Code) '

Prior Law

Under section 7 805(b), Treasury may prescribe the extent (if any)
to which regulations shall be applied without retroactive effect.

Reasons for Change

The Congress believed that it is generally inappropriate for
Treasury to issue retroactive regulations.

Explanation of Provision

TBOR 2 provides that temporary and proposed regulations must
have an effective date no earlier than the date of publication in the
Federal Register or the date on which any notice substantially de-
scribing the expected contents of such regulation is issued to the
public. Any regulations filed or issued within 18 months of the en-
actment of the statutory provision to which the regulation relates
may be issued with retroactive effect. This general prohibition on
retroactive regulations may be superseded by a legislative grant
authorizing the Treasury to prescribe the effective date with re-
spect to a statutory provision. The Treasury may issue retroactive
temporary or proposed regulations to prevent abuse. The Treasury
also may issue retroactive temporary, proposed, or final regulations
to correct a procedural defect in the issuance of a regulation. Treas-
ury may provide that taxpayers may elect to apply a temporary or
proposed regulation retroactively from the date of publication of the
regulation. Final regulations may take effect from the date of publi-
cation of the temporary or proposed regulation to which they relate.
The provision does not apply to any regulation relating to internal
Treasury Department policies; practices, or procedures. Prior law
with respect to rulings is unchanged.

Effective Date |

The pi'ovision applies with resf)ect to regulations that relate to |
statutory provisions enacted on or after the date of enactment.

Revenue Effect

The provision is estimated to have no revenue effect in 1996, to
reduce Federal fiscal year budget receipts by $1 million in 1997, by
$4 million per year for 1998 to 2002, and $5 million per year for
2003 to 2006. .
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12, Miscellaneous provisions- -

a. Phone numbers of person providing payee statement
required to be shown on such statement (sec. 1201 of
TBOR 2 and secs. 6041, 6041A, 6042, 6044, 6045, 6049,
6050B, 6050H, 60501, 6050J, 6050K and 6050N of the
Code) : ' o

Present and Prior Law -
Information returns must contain the name and address of the
payor. : AR
Reasons for Change

Taxpayers often need to contact payors issuing 'information“‘re-
turns in order to resolve questions about the accuracy of the infor-
mation provided to the IRS. Previously, payors were only required
to provide their names and addresses on information returns. As

a result, taxpayers may have had difficulty in contacting the payor
and resolving questions quickly.

- Explanation of Provision

TBOR 2 requires that information returns contain t me, ad-
dress, and phone number of the information contact of the person
required to make the information return. A payor may, for exam-
ple, provide the phone number of the department with the relevant
information. It is intended that the telephone number provide di-
rect accéss to individuals with immediate resources to resolve a
taxpayer’s questions in an expeditious manner, - U T =

_ Effective Date
The provision applies to statements required to be furnished

after December 31, 1996 (determined without regard to any exten-

sion).

- Revenue Bffoct
‘The provision is estimated to have no effect on Federal fiscal
year budget receipts. v o e
b. Required notice to taxpayers of certain payments (sec.
1202 of TBOR 2) ; ST

If the IRS receives a payment without sufficient information to
properly credit it to a taxpayer’s account, the IRS may attempt to
contact the taxpayer. If contact cannot be made, the IRS places the
payment in an unidentified remittance file.

_ Reasons for Change

If the IRS cannot associate a taxpayer’s payment with a balance
due, the IRS generally deposits the money and may not inform the
taxpayer of the overpayment. For example, a check that is sepa- -
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rated from a balance-due income tax return, which is subsequently
lost, may not get credited to that taxpayer’s account.

Explanation of Provision

TBOR 2 requires the IRS to make reasonable efforts to notify,
within 60 days, those taxpayers who have made payments which
the IRS cannot associate with the taxpayer.

Effective Date
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts. -

c. Unauthorized enticement of information disclosure
(sec. 1203 of TBOR 2 and new sec. 7435 of the Code)

Prior Law

No statutory disincentive applied to IRS employees who entice a
tax professional to disclose information about clients in exchange
for the favorable treatment of the taxes of the professional.

Reasons for Change

The Congress believed that it is improper for IRS employees to
entice tax professionals into breaching their fiduciary responsibil-
ities to their clients in exchange for favorable treatment on their
own returns.

Explanation of Provision

-If any officer or employee of the United States intentionally com-
promises the determination or collection of any tax due from an at-
torney, certified public accountant, or enrolled agent representing
a taxpayer in exchange for information conveyed by the tazpayer
to the attorney, certified public accountant, or enrolled agent for
purposes of obtaining advice concerning the taxpayer’s tax liability,
the taxpayer may bring a civil action for damages against the Unit-
ed States in a district court of the United States. Upon a finding
of liability, damages shall equal the lesser of $500,000 or the sum
of (1) actual economic damages sustained by the taxpayer as a
proximate result of the information disclosure and (2) the costs of
the action. These remedies shall not apply to information conveyed
to an attorney, certified public accountant, or enrolled agent for the
purpose of perpetrating a fraud or crime.

Effective Date

The provision applies to actions taken after the date of enact-
ment.
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Revenue Effect

"The provision is estimated to have no effect on Federal ﬁscal‘
year budget receipts.

d. Annual reminders to taxpayers with outstanding delin-
- quent accounts (sec. 1204 of TBOR 2 and new sec. 7524
of the Code)

Prior Law
There was no statutory requirement in the Code that the IRS

send annual reminders to persons who have outstanding tax liabil-
ities.

Reasons for Change

Numerous taxpayers become dehnquent in paying their tax li-
ability. The delinquencies may occur because the person did not
make enough payments through payroll withholding or quarterly
estémated payments or because of an adjustment following an
audit

The IRS generally pursues larger tax deficiencies first, and then
it pursues small deficiencies. Because of the limited amount of IRS
resources to work collection cases, cases with smaller deficiencies
may not be addressed for years. In the meantime, the taxpayer
may come to believe that the apparent lack of IRS collection activ-
'iltii‘; means that it has abandoned its claim a gamst the taxpayer.

e taxpayer may be surprised when the IRS resumes collection
action years later, when the 10-year statute of 11m1tat10ns on collec-
tions is close to expiring.’

Explanatwn of Provtswn

TBOR 2 requires the IRS to send taxpayers an annual reminder
of their outstanding tax liabilities. The fact that a taxpayer did not
r(le)ciaive a timely, annual reminder notice does not affect the tax li-
ability.

Effective Date

The provision requires the IRS to send annual reminder notices
beginning in 1997.

Revenue Effect

. The provision is estimated to have no revenue effect in 1996, and
to increase Federal fiscal year budget receipts by less than $1 mil-
lion per year for 1997 to 2006.

e. Flve-year extension of authority for undercover oper-
ations (sec. 1205 of TBOR 2 and sec. 7608 of the Code)

Prior Law

The Anti-Drug Abuse Act of 1988 exempted IRS undercover oper-
ations from the otherwise applicable statutory restrictions control-
ling the use of Government funds (which generally provide that all
receipts be deposited in the general fund of the Treasury and all
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expenses be paid out of appropriated funds). In general, the exemp-
tion permited the IRS to “churn” the income earned by an under-
cover operation to pay additional expenses incurred in the under-
cover operation. The IRS was required to conduct a detailed finan-
cial audit of large undercover operations in which the IRS is churn-
ing funds and to provide an annual audit report to the Congress
on all such large undercover operations. The exemption originally
expired on December 31, 1989, and was extendeg by the Com-
prehensive Crime Control Act of 1990 to December 31, 1991. The
IRS has not had the authority to churn funds from its undercover
operations since 1991.

Reasons for C’hange

Many other law enforcement agencies have churning authority.
The Congress believed that it is appropriate for IRS to have this
authority as well.

Explanation of Provision

TBOR 2 reinstates the IRS’s offset authority under section
7608(c) from the date of enactment until January 1, 2001. TBOR
2 amends the IRS annual reporting requirement under section
7608(c)(4)(B) to require the provision of the following data: (1) the
date the operation was initiated; (2) the date offsetting was ap-
proved; (3) the total current expenditures and the amount and use
of proceeds of the operation; (4) a detailed description of the under-
cover operation projected to generate proceeds, including the poten-
tial violation being investigated, and whether the operation is
being conducted under grand jury auspices; and (5) the results of
the operation to date, including the results of criminal proceedings.

Effective Date
The provision is effective on the date of enactment.

- - Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by less than $1 million per year for 1996 to 2006.

f. Disclosure of returns on cash transactions (sec. 1206 of
TBOR 2 and sec. 6103 of the Code)

Present and Prior Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431). No tax information may be furnished by the IRS to another
agency unless the other agency establishes procedures satisfactory
to th(e )§RS for safeguarding the tax information it receives (sec.
6103(p)).

Under section 60501, any person who receives more than $10,000
in cash in one transaction (or two or more related transactions) in
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the course of a trade or buslness generally must file an information
return (Form 8300) with the IRS specifying the name, address, and
taxpayer identification number of the person from whom the cash
was received and the amount of cash received.

The Anti-Drug Abuse Act of 1988 provided a special rule permit-
ting the IRS to disclose these information returns to other Federal
agencies for the purpose of administering Federal criminal stat-
utes. The special rule originally was to expire after November 18,
1990, and was extended by the Comprehensive Crime Control Act
of 1990 to November 18, 1992. (

Reasons for Change

Because information filed on Form 8300 is very similar to infor-
mation filed on Currency Transaction Reports (CTRs) under the
Bank Secrecy Act, the Congress believed that both types of infor-
mation reports should be subject to the same disclosure rules.

Explanation of Provision

TBOR 2 permanently extends the special rule for d1sclosmg Form
8300 information. Moreover, the permits disclosures not only to
Federal agencies but also to State, local and foreign agencies and
for civil, criminal and regulatory purposes (i.e., generally in the
same manner as Currency Transaction Reports filed by financial
institutions under the Bank Secrecy Act). Disclosure, however, is
not permitted to any such agency for purposes of tax administra-
tion. TBOR 2 also (1) extends the dissemination policies and guide-
lines under section 6103 to people having access to Form 8300 in-
formation, and (2) applies section 6103 sanctions to persons having
access to Form 8300 information that disclose this information
without proper authorization.

Effective Date
The provision is effective on the date of enactment.

Revenue Effect

The provision is estlmated to have no effect on Federal fiscal
year budget receipts.

g. Disclosure of returns and return information to des-
1§neg (:lf ;;axpayer (sec. 1207 of TBOR 2 and sec. 6103 of
the Co e

 priorLaw
Under prior law, the IRS was authorized to disclose the return

of any taxpayer, or return information pertaining to a taxpayer, to
such person(s) as the taxpayer has designated in a written request.

Reasons for Change

The Congress believed that the IRS’s move to a paperless system
depends on the ease and functionality of electronic communication
systems (e.g., telephones, facsimile machines, computers, commu-
nications networks, etc.)

172-804 97-3
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Explanatior. of Provision

TBOR 2 deletes the word “written” from the requirement that
“written consent” from the taxpayer is necessary for the disclosure
of taxpayer information to a designated third party. Allowing the
IRS to adopt alternatives to the written request requirement will
expedite such changes and facilitate the development and imple-
mentation of Tax System Modernization projects. It is anticipated
that the IRS will continue to utilize its regulatory authority to im-
pose reasonable restrictions on the form in which a request is
made, and that the IRS will in no event accept an unconfirmed
verbal request.

Effective Date
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

h. Report on netting of interest on ovefpaynients and li-
abilities (sec. 1208 of TBOR 2)

Present and Prior Law

If any portion of a tax is satisfied through the crediting of an
overpayment of tax, no interest is imposed on that portion of the
tax for any period during which, if the credit had not been made,
interest would have been allowable.

The Tax Reform Act of 1986 first implemented an interest rate
differential. The underpayment rate was set 1 percent higher than
the overpayment rate. The Conference Report to the Tax Reform
“Act of 1986 stated: .
 [tlo the extent a portion of tax due is satisfied by a credit

of an overpayment, no interest is imposed on that portion
of the tax. Consequently, if an underpayment of $1,000 oc-
curs in year 1, and an overpayment of $1,000 occurs in
year 2, no interest is imposed in year 2 because of the rule
of section 6601(f). The IRS can at present net many of
these offsetting overpayments and underpayments. Never-
theless, the IRS will require a transition period during
which to coordinate differential interest rates . . . [t]he
Secretary of the Treasury may prescribe regulations pro-
viding for netting of tax underpayments and overpayments
through the period ending three years after the date of en-
actment of TBOR 2. By that date, the IRS should have im-
plemented the most comprehensive netting procedures
that are consistent with sound administrative practice.

The Omnibus Budget Reconciliation Act of 1990 increased the
underpayment rate on certain large corporate underpayments to 3
perceéxt higher than the overpayment rate. The Conference Report
stated:

Under present law, the Secretary has the authority to
credit the amount of any overpayment against any liability
under the Code . . . to the extent a portion of tax due is
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satisfied by a credit of an overpayment, no interest is im-

posed on that portion of the tax . . . The Secretary should

implement the most comprehensive crediting procedures

under section 6402 that are consistent with sound admin-

istrative practice. . , ‘ o ;

The General Agreement on Tariffs and Trade (GATT) reduced

the overpayment rate on certain corporate tax refunds. The legisla-
tive history of the GATT legislation stated that:

The Secretary of the Treasury should implement the
most comprehensive crediting procedures under section
6402 that are consistent with sound administrative prac-
tice, and should do so as rapidly as is practicable.

Reasons for Change

The Congress believed that it is important for the Congress to
understand in detail how the IRS has implemented netting proce-
dures to date. Congress has never adopted differential interest
rates, or increased the amount of such differential, without at the
same time also encouraging the IRS to implement comprehensive
interest netting procedures. The Congress was concerned that the
IRS has failed to implement comprehensive interest netting proce-
dures and is interested in learning whether the delay stems from
technical difficulties or substantive questions about the scope of
such interest netting procedures. -

, Explanation of Provision
TBOR 2 requires the Secretary of the Treasury to conduct a
study of the manner in which the IRS has implemented the netting
of interest on overpayments and underpayments and the policy and
administrative implications of global netting. The Treasury is re-
quired to hold a public hearing to receive comments from any inter-

ested party prior to submitting the report of its study to the tax
writing committees. .

Effective Date
The report is due six months after the date of enactment.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

i. Expenses of detection of underpayments and fraud (sec.
1209 of TBOR 2 and sec. 7623 of the Code)

Present and Prior Law
The Secretary may, pursuant to regulations, pay rewards for in-

formation leading to the detection and punishment of violations of
the Internal Revenue laws. ‘ .

o ~Reaspn$ for Change

The Congress believed that improvements should be made to this
program. '
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Explanation bf Provision

TBOR 2 clarifies that rewards may be paid for information relat-
ing to civil violations, as well as criminal violations. TBOR 2 also
provides that the rewards are to be paid out of the proceeds of
amounts (other than interest) collected by reason of the informa-
tion provided. TBOR 2 also requires an annual report on the re-
wards program.

Effective Date
The provision is effective six months after the date of enactment.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

J. Use of private delivery services for timely-mailing-as-
t;lmecly-dfil)ing rule (sec. 1210 of TBOR 2 and sec. 7502 of
the Code _

Present dnd Prior Law

The Code sets forth the rules for determining when a return,
payment of tax, or other document required to be filed with the IRS
is deemed to be filed or delivered on a timely basis (sec. 7502). In
a recent case interpreting this section (V.L.Correia, 58 F.3d 468
(1995)), the U.S. Court of Appeals for the 9th Circuit upheld the
Tax Court’s ruling that the section’s so-called “timely-mailing as
timely-filing” rule does not apply to private delivery companies. Al-
though the Appeals Court agreed that there is a legitimate policy
rationale for extending the rule to private delivery companies, it
concluded that only Congress, and not the courts, had the power
to make such a change.

Reasons for Change

There are many private delivery companies operating today
which meet the U.S. Postal Service’s ability to deliver documents
quickly and securely. The Congress believed that every year, many
taxpayers needlessly run afoul of the prior-law rule because they
make a reasonable assumption that using a private delivery service
is adequate to show timely filing of their tax returns.

Explanation of Provision

The Secretary of the Treasury is given authority to-expand the
“timely-mailing as timely-filing” rule to include a designated deliv-
ery service. A designated delivery service must be designated as
such by the Secretary. The Secretary may designate a delivery
service only if it meets the following criteria: (1) it is available to
the general public; (2) it is at least as timely and reliable on a reg-
ular basis as the United States mail; (3) it satisfies recordkeeping
criteria; and (4) it meets any additional criteria as the Secretary
may prescribe. The provision also gives the Secretary similar au--
thority with respect to equivalents for United States certified or
registered mail. '
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Effective Date
The provision is effective on the date of enactment

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

k. Reports on misconduct by IRS employees (sec. 1211 of
TBOR 2)

Present and Prior Law
The IRS Inspection Division investigates allegations of criminal
misconduct or serious violations of the “Standards of Ethical Con-
duct for Employees of the Executive Branch” (5 CFR 2635) by IRS
employees. In addition, IRS management addresses other types of
tzi.xpayer complaints relating to 1nappropr1ate behavior by IRS em-
ployees

Reasons for Change

Criminal actions resulting from Inspection Service investigations
are a matter of public record, and press releases are issued in con-
junction with the U.S. Attorney’s office about such matters in ac-
cordance with exceptions that exist to tax disclosure and privacy
constraints. However, information about administrative discipli-
nary actions are generally not available to the public. The
Congresss believed that this may lead to a public perception that
allegations of misconduct by IRS employees are not investigated or
that misconduct goes unpunished.

Explanation of Provision

TBOR 2 requires the IRS to make an annual report to the tax-
writing committees, beginning June 1, 1997, on all categories of in-
stances involving allegations of misconduct by IRS employees, aris-
ing either from internally identified cases or from taxpayer or
third-party initiated complaints. The report must identify by IRS

'Region and primary activity involved (e.g., examination, collection,
etc.), the nature of the misconduct or complamt the number of in-
stances received by category, and the disposition of these instances.
This would include, but not be limited to, the following categories:
number of employees reprimanded, terminated, or prosecuted; in-
stances dismissed because of a finding that proper procedures were
followed; and those initiated but not yet resolved. Instances covered
by this process must include both written complaints of misconduct
and those received by telephone through management channels.
Each annual report will cover instances of misconduct that oc-
curred during the preceding calendar year. Disposition of com-
plaints not resolved by the time the report is prepared must be in-
cluded in the report for the year in which resolution occurs.

Eﬁ"ectwe Date
The first report is due by June 1, 1997. -
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Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

B. Revenue fogets

1. Appliéation of failure-to-pay penalty to sﬁbstitute retﬁrns
(sec. 1301 of TBOR 2 and sec. 6651 of the Code)

Present and Prior Law

Section 6651(a)(2) provides that the IRS may assess a penalty for
failure to pay tax from the due date of the return until the tax is
paid. If no return is filed by the taxpayer and the IRS files a sub-
stitute return under section 6020, the tax on which the penalty is
measured is considered a deficiency assessable under section 6212
or 6213, and the failure to pay penalty began to accumulate 10
days after the IRS sends the taxpayer a notice and demand for
payment of the tax.

Reasons for Change

Under the prior penalty system, there was an inequity between
voluntarily filed delinquent returns and substitute returns. Tax-
payers who file delinquent returns must pay a failure to file pen-
alty from the due date of the return, whereas the taxpayer who
forces the IRS to utilize a substitute return was not assessed the
penalty until billed by the IRS. '

Explanation of Provision

TBOR 2 applies the failure to pay penalty to substitute returns
in the same manner as the penalty applies to delinquent filers.

Effective Date

The provision applies in the case of any return the due date for
which (determined without regard to extensions) is after the date
of enactment.

Revenue E’ﬁ‘ect

The provision is estimated to increase Federal fiscal year budget
receipts by $1 million in 1996, $3 million in 1997, $29 million in
1998, $30 million in 1999, $32 million in 2000, $33 million in 2001,
$35 million in 2002, $37 million in 2003, $38 million in 2004, $40
million in 2005, and $42 million in. 2006.

2. Excise taxes on amounts of 'private excesé benefits (secs.
1311-1314 of TBOR2 and secs. 501, 6033, 6104, 6652, 6685
and new secs. 4958, 6116, and 6716 of the Code)

Present and Prior Law

Private inurement

Charities.—Section 501(c)(3) specifically conditions tax-exempt
status for all organizations described in that section on the require-
ment that no part of the net earnings of the organization inures to
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the benefit of any private shareholder or individual (the so-called
“private inurement test”).
~ Social welfare organizations.—A tax-exempt social welfare orga-
nization described in section 501(c)(4) must be organized on a non-
-profit basis and must be operated exclusively for the promotion of
social welfare. In contrast to section 501(c)3), however, there is no
specific statutory rule in section 501(c}4) prohibiting the net earn-
ings of a social welfare organization described in section 501(c)(4)
from inuring to the benefit of a private shareholder or individual.32
Other organizations.—Other tax-exempt organizations, such as
labor and agricultural organizations described in section 501(c)(5)
and business leagues described in section 501(c)(6) are subject to
the private inurement test, as a result of explicit statutory lan-
guage or Treasury Department regulations.

Sanctions for private inurement and other violations of ex-
+ emption standards : :

Organizations described in section 501(c)(3) are classified as ei-
ther public charities or private foundations. Penalty excise taxes
may be imposed under the Code when a public charity makes polit-
ical expenditures (sec. 4955) or.excessive lobbying expenditures
(secs. 4911 and 4912). However, the Code generally does not pro-
vide for the imposition of penalty excise taxes in cases where a
501(c)(3) public charity or a section 501(c)(4) social welfare organi-
zation engages in a transaction that results in private inurement.
In such cases, the only sanction that specifically is authorized
under the Code is revocation of the organization’s tax-exempt sta-
tus. A transaction engaged in by a private foundation (but not a
public charity) is subject to special penalty excise taxes under the

Code if the transaction is a prohibited “self-dealing” transaction
(sec. 4941) or does not accomplish a charitable purpose (sec. 4945).

Filing and public disclosure rules

Tax-exempt organizations (other than churches and certain small
organizations) are required to file an annual information return
(Form 990) with the Internal Revenue Service (“IRS”), setting forth
the organization’s items of gross income and expenses attributable
to such income, disbursements for tax-exempt purposes, plus cer-
tain other information for the taxable year. Private foundations are
required to allow public inspection at the foundation’s principal of-
fice of their current annual information return. Other tax-exempt
organizations, including public charities, are required to allow pub-
lic inspection at the organization’s principal office (and certain re-
gional or district offices) of their annual information returns for the
three most recent taxable years (sec. 6104(e)). The Code also re-
quires that tax-exempt organizations allow public inspection of the
organization’s application to the IRS for recognition of tax-exempt
status, the IRS determination letter, and certain related docu-
ments. In addition, upon written request to the IRS, members of
the general public are permitted to inspect annual information re-

32Even where no prohibited private inurement exists, however, more than incidental privéte v
benefits conferred on individuals may result in the organization not being operated “exclusively”
{t{g éagn) exempt purpose. See, e.g., American Campaign Academy v. Commissioner, 92 T.C. 1053
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turns of tax-exempt organizations and applications for recognition
of tax-exempt status (and related documents) at the National Office
of the IRS in Washington, D.C. A person making such a written re-
quest is notified by the IRS when the material is available for in-
spection at the National Office, where notes may be taken of the
material open for inspection, photographs taken with the person’s
own equipment, or copies of such material obtained from the IRS
for a fee (Treas. Reg. secs. 301.6104(a)-6 and 301.6104(b)-1).

Section 6652(c)(1)(A) provides that a tax-exempt organization
that fails to file a complete and accurate Form 990 is subject to a
penalty of $10 for each day during which such failure continues
(with a maximum penalty with respect to any one return of the
lesser of $5,000 or five percent of the organization’s gross receipts
for the year). Section 6652(c)(1XC) and section 6652(c)1)D) pro-
vide that tax-exempt organizations that fail to make certain annual
returns and applications for exemption available for public inspec-
tion are subject to a penalty of $10 for each day the fgilure contin-
ues (with a maximum penalty with respect to any one return not
to exceed $5,000, and without limitation with respect to applica-
tions). In addition, section 6685 provides a penalty for willfully fail-
ing to make an annual return or application available for public in-
spection of $1,000 per return or application. ,

.. Reasons for Change

To ensure that the advantages of tax-exempt status ultimately
benefit the community and not private individuals, TBOR 2 ex-
tended the present-law section 501(c)(8) private inurement prohibi-
tion to nonprofit organizations described in section 501(c)(4) and
provided for intermediate sanctions that may be imposed when
nonprofit organizations described in section 501(c)3) or 501(c)(4)
engage in transactions with certain insiders that result in private
" inurement. TBOR 2 also enhanced the oversight and public ac-
countability of nonprofit organizations through additional reporting
of information by nonprofit organizations to the Internal Revenue
Service (IRS) and increased public access to documents filed by
such organizations with the IRS.

. Explanation of Provisions
Extend private inurement prohibition to social welfare orga-

- nizations _

TBOR 2 amends section 501(c)(4) explicitly to provide that a so-
cial welfare organization or other organization described in that
section will be eligible for tax-exempt status only if no part of its
net earnings inures to the benefit of any private shareholder or in-
dividual.

In addition, TBOR 2 provides that the private inurement rule
will not be violated solely because of an allocation or return of net
margins or capital to the members of a nonprofit association or or-
ganization that operates on a cooperative basis in accordance with

.its incorporating statute and bylaws (substantially as in existence
on the date of enactment) and was determined to be exempt from
Federal income tax under section 501(c)}4) prior to the date of en-
actment. However, such cooperative organizations are subject to
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the general private inurement proscription with respect to any
other type of transaction. '

Intermediate‘sanc'tions for excess benefit transactions

TBOR 2 imposes penalty excise taxes as an intermediate sanc-
tion in cases where organizations exempt from tax under section
501(c)(3) or 501(c)4) (other than private foundations, which are
subject to a separate penalty regime under current law) engage in
an “excess benefit transaction.” In such cases, intermediate sanc-
tions may be imposed on certain disqualified persons (i.e., insiders)
who improperly benefit from an excess benefit transaction and on
organization managers who participate in such a transaction know-
ing that it is improper. o _

" An “excess benefit transaction” is defined as: (1) any transaction

in which an economic benefit is ?rovided to, or for the use of, any
disqualified person if the value of the economic benefit provided di-
rec(t;ly by the organization (or indirectly through a controlled en-
tity 33 ) to such person exceeds the value of consideration (including
performance of services) received by the organization for providing
such benefit; and (2) to the extent provided in Treasury Depart-
ment regulations, any transaction in which the amount of any eco-
nomic benefit provided to, or for the use of, any disqualified person
is determined in whole or in part by the revenues of the organiza-
tion, provided that the transaction constitutes prohibited
inurement under present-law section 501(c)3) or under section
501(c)4), as amenged. Thus, “excess benefit transactions” subject
to excise taxes include transactions in which a disqualified person
engages in a non-fair-market-value transaction with an organiza-
tion or receives unreasonable compensation, as well as financial ar-
rangements (to the extent provided in Treasury regulations) under
which a disqualified person receives payment based on the organi-
zation’s income in a transaction that violates.the present-law pri-
vate inurement prohibition. The Treasury Department is instructed
to issue prompt guidance providing examples of revenue-sharing
arrangements that violate the private inurement prohibition; such
guidance shall be applicable on a prospective basis.34

Existing tax-law standards (see sec. 162) apply in determining
reasonableness of compensation and fair market value.35 In apply-
ing such standards, the Congress intended that the parties to a
transaction are entitled to rely on a rebuttable presumption of rea-
sonableness with respect to a compensation arrangement with a
disqualified person if such arrangement was approved by a board -
of directors or trustees (or committee thereof) that: (1) was com-
posed entirely of individuals unrelated to and not subject to the

33A tax-exempt organization cannot avoid the private inurement proscription by causing a
controlled entity to engage in an excess benefit transaction. Thus, for example, if a tax-exempt
organization causes its taxable subsidiary to pay excessive compensation to an individual who
is a disqualified person with respect to the parent organization, such transaction would be an
excess benefit transaction. ) o S

34Under present law, certain revenue sharing arrangements have been determined not to con-
stitute private inurement (see e.g.,, GCM 38283; GCMge.'38905; and GCM 39674) and, under the
proposal, it would continue to be the case that not all revenue sharing arrangements would be
improper ]gerivabe inurement. However, the Congress intended no inference that Treasury or the
Internal Revenue Service are bound by any particular prior unpublished rulings in this area.

35In this regard, the Congizs intended that an individual need not necessarily accept: re-

duced compensation merely use he or she renders services to a tax-exempt, as opposed to
a taxable, organization. Cf. Treas. Reg. sec. 53.4941(d)-3(c)(1).
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control of the disqualified person(s) involved in the arrangement; 36
(2) obtained and relied upon appropriate data as to comparability
(e.g., compensation levels paid by similarly situated organizations,
- both taxable and tax-exempt, for functionally comparable positions;
the location of the organization, including the availability of similar
specialties in the geographic area; independent compensation sur-
veys by nationally recognized independent firms; or actual written
offers from similar institutions competing for the services of the
disqualified person); and (3) adequately documented the basis for
its determination (e.g., the record includes an evaluation of the in-
dividual whose compensation was being established and the basis
for determining that the individual’s compensation was reasonable
in light of that evaluation and data).37 If these three criteria are
satisfied, penalty excise taxes could be imposed under the proposal
only if the IRS develops sufficient contrary evidence to rebut the
probative value of the evidence put forth by the parties to the
transaction (e.g., the IRS could establish that the compensation
data relied upon by the parties was not for functionally comparable
positions or that the disqualified person, in fact, did not substan-
tially perform the responsibilities of such position). A similar rebut-
table presumption would arise with respect to the reasonableness
of the valuation of property sold or otherwise transferred (or pur-
chased) by an organization to (or from) a disqualified person if the
sale or transfer (or purchase) is approved by an independent board
that uses appropriate comparability data and adequately docu-
ments its determination. The Secretary of the Treasury and IRS
are instructed to issue guidance in connection with the reasonable-
ness standard that incorporates this presumption.

TBOR 2 specifically provides that the payment of personal ex-
penses and benefits to or for the benefit of disqualified persons, and
non-fair-market-value transactions benefiting such persons, will be
treated as compensation only if it is clear that the organization in-
tended and made the payments as compensation for services. In de-
termining whether such payments or transactions are, in fact, com-
pensation, the relevant factors include whether the appropriate de-
cision-making body approved the transfer as compensation in ac-
cordance with established procedures and whether the organization
and the recipient reported the transfer as compensation to the ex-
tent required on the relevant forms (i.e., the organization’s Form
990, the Form W-2 or Form 1099 provided by the organization to
the r;agispient, the recipient’s Form 1040, and other required re-
- turns).

36 A reciprocal approval arrangement whereby an individual approves compensation of the dis-
gualiﬁed person, and the disqualified person, in turn, approves the individual’s compensation
oes not satisfy the independence requirement.
37The fact that a State or local legislative or agency body may have authorized or approved
of a particular compensation package paid to a disqualified person is not determinative of the
reasonableness of compensation paid for purposes of the excise tax penalties provided for by the
proposal. Similarly, such authorization or approval is not determinative of whether a revenue
sharing arrangement violates the private inurement proscription. .
38With the exception of nontaxable fringe benefits described in present-law section 132 and
other types of nontaxable transfers such as employer-provided health benefits and contributions
to qualified pension plans, an organization cannot demonstrate at the time of an IRS audit that
it c&early indicated its intent to treat economic benefits provided to a disqualified person as com-
pensation for services merely by claiming that such benefits may be viewed as part of the dis-
qualified person’s total compensation package. Rather, the organization would be required to
provide substantiation that is contemporaneous with the transfer of economic benefits at issue.
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Consistent with the rule that payment of personal expenses and
benefits to or for the benefit of disqualified persons and nonfair-
market value transactions benefiting such persons are treated as
compensation only if it is clear that the organization intended and
made the payments as compensation for services, any reimburse-
ments by the organization of excise tax liability are treated as an
excess benefit unless they are included in the disqualified person’s
compensation during the year the reimbursement is made. The
total compensation package, including the amount of any reim-
bursement, is subject to the reasonableness requirement. Similarly,
the payment by an applicable tax-exempt organization of premiums
for an insurance policy providing liability insurance to a disquali-

. fied person for excess benefit taxes is an excess benefit transaction
unless such premiums are treated as part of a total compensation
package that satisfies the reasonableness requirement.3°

“Disqualified person” means any individual who is in a position
to exercise substantial influence over the affairs of the organiza-
tion, whether by virtue of being an organization manager or other-
wise.4® In addition, “disqualified persons” include certain family
members and 35-percent owned entities4! of a disqualified person,
as well as any person who was a disqualified person at any time
during the five-year period prior to the transaction at issue. A per-

" son having the title of “officer, director, or trustee” does not auto-
matically have the status of a disqualified person.42 In addition,
the Secretary of Treasury has authority to promulgate rules ex-
empting broad categories of individuals from the category of “dis-
qualified persons” (e.g., full-time bona fide employees who receive
economic benefits of less than a threshold amount or persons who
have taken a vow of poverty). - :

A disqualified person who benefits from an excess benefit trans-
action is subject to a first-tier penalty tax equal to 25 percent of
the amount of the excess benefit (i.e., the amount by which a trans-
action differs from fair market value, the amount of compensation
exceeding reasonable compensation, or (under Treasury regula-
tions) the amount of a prohibited transaction based on the organi-

39 In addition, because individuals may be both members of, and disqualified perscns with re-
spect to, a non-exclusive applicable tax-exempt organization (e.g., a museum or neighborhood
civic organization) and receive certain benefits (e.g., free admission, discounted gift shop pur-
chases) in their capacity as members (rather than in their capacity as disqualified persons), the
Congress expected that the Treasury Department will provide guidance clarifying that such
membership benefits may be excluded from consideration under the private inurement proscrip-
tion and intermediate sanction rules. : ’

40Under TBOR 2, a person could be in a position to exercise substantial influence over a tax-
exempt organization despite the fact that such person is not an em{)loyee of (and receives no
compensation directly from) a tax-exempt organization, but is formally an employee of (and is
directly compensated by) a subsidiary—even a taxable subsidiary—controlled by tl!x,e parent tax-
exempt organization. e . L .

41Family members are determined under present-law section 4946(d), except that such mem-
bers also would include siblings (whether by whole or half blood) of the individual, and spouses
of such siblings. “35-percent owned entities” mean corporations in which disqualified persons
own stock possessing more than 35 percent of the combined voting power, as well as partner-
ships and trusts or estates in which disqualified persons own more than 35 percent of the profits
interest or beneficial interest. As under present-law section 4946(a), the term “combined voting
gower” includes voting power represented by holdings of voting stock, actual or constructive, but
1?9)5(51)101; include voting rights held only as a director or trustee. See Treas. Reg. sec. 53.4946-

a, 3 i .

42The IRS has issued a general counsel memorandum indicating that all physicians are con-
sidered “insiders” for purposes of applying the private inurement proscription. 'iihe Congress in-
tended that physicians will be disqualified persons only if they are in a position to exercise sub-
stantial influence over the affairs of an organization. . - ' } }
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zation’s gross or net income). Organization managers who partici-

pate in an excess benefit transaction knowing tiat it is an im-

proper transaction are subject to a first-tier penalty tax of 10 per-

cent of the amount of the excess benefit (subject to a maximum
- penalty of $10,000).43 .

Additional, second-tier taxes may be imposed on a disqualified
person if there is no correction of the excess benefit transaction
within a specified time period.44 In such cases, the disqualified per-
son is subject to a penalty tax equal to 200 percent o? the amount
of excess benefit. For this purpose, the term “correction” means
undoing the excess benefit to the extent possible and taking any
additional measures necessary to place the organization in a finan-
cial position not worse than that in which it would be if the dis-
qu(?liﬁed person were dealing under the highest fiduciary stand-
ards.

The intermediate sanctions for “excess benefit transactions” may
be imposed by the IRS in lieu of (or in addition to) revocation of
an organization’s tax-exempt status.45 If more than one disqualified
person or manager is liable for a penalty excise tax, then all such
persons are jointly and severally liable for such tax. As under cur-
rent law, a three-year statute of limitations applies, except in the
case of fraud (sec. 6501). Under TBOR 2, the IRS has authority to
abate the excise tax penalty (under present-law section 4962) if it
is established that the violation was due to reasonable cause and
not due to willful neglect and the transaction at issue was cor-
rected within the specified period.46

To prevent avoidance of the penalty excise taxes in cases of pri-
vate inurement of assets of a previously tax-exempt organization,
the TBOR 2 provides that an organization will be treated as an ap-
plicable tax-exempt organization subject to the excise taxes on ex-
cess benefit transactions if, at any time during the 5-year period
preceding the transaction, it was a tax-exempt organization de-
scribed in section 501(c)(3) or 501(c)(4), or a successor to such an
organization.

Additional filing and public disclosure rules

Reporting of information with respect to certain disqualified per-
sons, excise tax penalties and excess benefit transactions.—Tax-ex-
empt organizations are required to disclose on their Form 990 such

information with respect to disqualified persons as the Secretary of
the Treasury may prescribe. The Congress intended that this re-

43In determining who is an organization manager, the Congress intended that principles simi-
lar to those set forth in regulations issued under sections 4946 and 4955 with respect to final
authority or responsibility for an expenditure be applied. (See Treas. Reg. secs. 53.4946-
1(H)(1Xii), 53.4946-1(f)(2), 53.4955-1(b)(2Xii}(B), and 53.4955-1(b)(2)(ii)).

44 Cerrection must be made on or prior to the earlier of (1) the date of mailing of a notice
of deﬁciexégy under section 6212 with respect to the first-tier penalty excise tax imposed on the
disqualified person, or (2) the date on which such tax is assessed.

45]n general, the intermediate sanctions are the sole sanction to be imposed in those cases
in which the excess benefit does not rise to a level where it calls into question whether, on the
whole, the organization functions as a charitable or other tax-exempt organization, In practice,
revocation of tax-exempt status, with or without the imposition of excise taxes, would occur only
when the organization no longer operates as a charitable organization.

46TBOR 2 made conforming changes to the definitions contained in section 4963, by listing
the new section 4958 excise taxes among other intermediate sanction, excise tax penalties. How-
ever, a technical correction is needed to section 4962(b) to clarify that the first tier, section 4958
excise taxes—which are contained in new subchapter D of chapter 42 of the Internal Revenue
Code—may be abated by the IRS.
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quirement is not intended to limit the Secretary’s authority under
section 6033(a)(1) to require information on annual returns filed by
exempt organizations for the purpose of carrying out the internal
revenue laws. In addition, exempt organizations are required to
disclose on their Form 990 such information as the Secretary of the
Treasury may require with respect to “excess benefit transactions”
(described above) and any other excise tax penalties paid during
the year under present-law sections 4911 (excess lobbying expendi-
tures), 4912 (disqualifying lobbying expenditures), or 4955 (political
expenditures), including the amount of the excise tax penalties paid
with respect to such transactions, the nature of the activity, and
the parties involved.47 . '
Furnishing copies of documents.—TBOR 2 also provides that a
tax-exempt organization that is subject to the public inspection
rules of present-law section 6104(e)(1) (i.e., any tax-exempt organi-
zation, other than a private foundation, that files a Form 990) is
required to comply with requests made in writing or in person from
individuals who seek a copy of the organization’s Form 990 or the
organization’s application for recognition of tax-exempt status and
certain related documents. Upon such a request, the organization
is required to supply copies without charge other than a reasonable
fee for reproduction and mailing costs. If so requested, copies must
be supplied of the Forms 990 for any of the organization’s three
most recent taxable years. If the request for copies is made in per-
son, then the organization must immediately provide such copies.
If the request for copies is made in writing, then copies must be
provided within 30 days. However, an organization may be relieved
of its obligation to provide copies if, in accordance with regulations
to be promulgated by the Secretary of Treasury, (1) the organiza-
tion has made the requested documents widely available or (2) the
Secretary of the Treasury determined, upon application by the or-
ganization, that the organization was subject to a harassment cam-
paign such that a waiver of the obligation to provide copies would
be in the public interest. , v ,
-~ Penalties for failure to file timely or complete return.—The section
6652(c)(1)(A) penalty imposed on a tax-exempt organization that ei-
ther fails to file a Form 990 in a timely manner or fails to include
all required information on a Form 990 is increased from the
present-law level of $10 for each day the failure continues (with a
maximum penalty with respect to any one return of the lesser of
$5,000 or five percent of the organization’s gross receipts) to $20
for each day the failure continues (with a maximum penalty with
‘respect to any one return of the lesser of $10,000 or five percent
of the organization’s gross receipts). Under TBOR 2, organizations
with annual gross receipts exceedinfg $1 million are subject to a
penalty under section 6652(c)(1)XA) of $100 for each day the failure
continues (with a maximum penalty with respect to any one return
of $50,000). As under present law, no penalty may be imposed

47The penalties a;:glicable to failure to file a timely, complete, and accurate return aflgg' for
failure to comply with these requirements. In addition, the Congress intended that the, im-
plement its plan to require additional Form 990 reporting regarding (1) changes to the govern-

. ing board or the certified accounting firm, (2) such information as the Treasury Secretary may

require relating to professional fundraising fees paid by the organization, and (3) aggregate pay-
ments (by related entities) in excess of $100,000 to the highest-paid employees. P
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under section 6652(c)(1)(A) if it were shown that the failure to file
a complete return was due to reasonable cause (sec. 6652(c)(3)).
Penalties for failure to allow public inspection or provide copies.—
The section 6652(c)X1)C) and section 6652(c)(1XD) penalties im-
posed on tax-exempt organizations that fail to allow public inspec-
tion or provide copies of certain annual returns or applications for
exemption are increased from the present-law level of $10 per day
(with a maximum of $5,000) to $20 per day (with a maximum of
$10,000).48 In addition, the section 6685 penalty for willful failure
to allow public inspections or provide copies is increased from the
present-law level of $1,000 to $5,000. '

Effective Dates

The provision extending the private inurement prohibition to or-

ganizations described in section 501(c}4) generally is effective on
September 14, 1995. However, under a special transition rule, the
provision does not apply to inurement occurring prior to January
1, 1997, if such inurement results from a written contract that was
binding on September 13, 1995, and at all times thereafter before
such inurement occurred, and the terms of which have not materi-
ally changed.
- The provisions imposing intermediate sanctions for excess benefit
transactions generally apply to excess benefit transactions occur-
ring on or after September 14, 1995. The provisions do not apply,
however, to any benefits arising out of a transaction pursuant fo
a written contract which was binding on September 13, 1995, and
at all times thereafter before such benefits arose, and the terms of
which have not materially changed. In addition, the Congress in-
tended that parties to transactions entered into after September
13, 1995, and before January 1, 1997, are entitled to rely on the
rebuttable presumption of reasonableness if, within a reasonable
period (e.g., 90 days) after entering into the compensation package,
the parties satisfy the three criteria that give rise to the presump-
tion.4® After December 31, 1996, the rebuttable presumption should
arise only if the three criteria are satisfied prior to payment of the
compensation (or, to the extent provided by the Secretary of the
Treasury, within a reasonable period thereafter).

The public inspection provisions governing tax-exempt organiza-
tions generally apply to requests made no earlier than 60 after the
date on which the Treasury Department publishes the anti-harass-
ment regulations required under the provisions. However, the Con-
gress expected that organizations will comply voluntarily with the
public inspection provisions prior to the issuance of such regula-
tions. The provisions regarding the reporting on annual returns of
excise tax penalties and excess benefit transactions are effective for

48TBOR 2 contained a technical error in that it did not increase the section 6652(cX1XC) and
section 6652(cX1)D) penalties as intended by Congress. However, this technical error was cor-
rected by section 1704(s) of the Small Business Act.

49 Due to the passage of time between the general effective date of September 14, 1995, and
the enactment of TBOR 2 on July 30, 1996, it is anticipated that the IRS will take a flexible
approach in applying a rebuttable presumption of reasonableness to transactions entered into
a%er September 13, 1995, when the organization took steps that give rise to the presumption
withlinla9 ;gasonable period after enactment of the legislation on July 30, 1996, but prior to Janu-
ary 1, .
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returns with respect to taxable years beginning on or after the date
of enactment. ’

Revenue Effect

The provisions are estimated to increase Federal fiscal year
budget receipts by $4 million for each year in 1996, 1997, and
1998, $5 million for each year in 1999, 2000, and 2001, and $6 mil-
lion for each year in 2002, 2003, and 2004, and $7 million for each
year in 2005 and 2006.



| o  PART FOUR:
REVENUE PROVISIONS OF THE SMALL BUSINESS JOB
PROTECTION ACT OF 1996 (EHLR. 3448) 50

I. SMALL BUSINESS AND OTHER TAX PROVISIONS

A. Small Business Provisions

1. Increase in expensing for small businesses (sec. 1111 of
the Small Business Act and sec. 179 of the Code)

Prior Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment could elect to deduct up to $17,500
of the cost of qualifying property placed in service for the taxable
year (sec. 179).51 In general, qualifying property is defined as de-
preciable tangible personal property that is purchased for use in
the active conduct of a trade or business. The $17,500 amount was
reduced (but not below zero) by the amount by which the cost of
qualifying property placed in service during the taxable year ex-
ceeds $200,000. In addition, the amount eligible to be expensed for
a taxable year may not exceed the taxable income of the taxpayer

- for the year that is derived from the active conduct of a trade or
business (determined without regard to this provision). Any
amount that is not allowed as a deduction because of the taxable
income limitation may be carried forward to succeeding taxable
years (subject to similar limitations). ,

Reasons for Change

The Congress believed that section 179 expensing provides two
important benefits for small businesses. First, it lowers the cost of
capital for tangible property used in a trade or business. Second,
it eliminates depreciation recordkeeping requirements with respect
to expensed property. In order to increase the value of these bene-
fits, the Congress, after a phase-in period, increased the amount al-
lowed to be expensed under section 179 to $25,000.

The Congress also believed that horses should qualify as section
179 property. The Congress believed that horses are similar to

50 Public Law 104-188; si%)ned on August 20, 1996.

H.R. 3448 was reported by the House Committee on Ways and Means on May 20, 1996 (H.
Rept. 104-56), and was passed by the House, as amended, on May 22, 1996. The House amended
H.R. 3448 by adding (as Title II}) the minimum wage provisions of H.R. 1227. HR. 3448, as
amended, was reported by the Senate Committee on Finance on June 18, 1996 (S. Rept. 104-
281), and was passed by the Senate, as amended, on July 9, 1996, The conference report was
gled on Ali%'g%t 1, 1996 (H. Rept. 104-737), and was approved by the House and the Senate on

ugust 2, X

51The amount permitted to be expensed under Code section 179 is increased by up to an addi-
tiona} $20,000 Br certain property placed in service by a business located in an empowerment
zone (sec. 1397A).

(64)
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other tangible personal property for which expensing is allowed .
and that any potential tax shelter abuses inherent in allowing the
cost of a horse to be expensed are better addressed by the phase-
out and taxzable income limitations of section 179, the hobby loss
rules of section 183, and the passive loss rules of section 469. Thus,
the Congress did not adopt a technical correction that would have
denied section 179 expensing for horses.

Explahation of Provision

The Small Business Act increases the $17,500 amount of quali-
fied property allowed to be expensed under Code section 179 to
$25,000. The increase is phased in as follows: ‘ ‘

Taxable year beginning in— Maximum expensing
JOT o esesesessansens $18,000
1998. revesesmeseseeneneeenenn A 18,500
1990t seeesasestsenesenasnns ; wrvinionnss 19,000
2000............ evsstsensaaiores s 20,000
2001..... . SPI . 24,000
2002.. 24,000

2003 and thereafter 25,000

The Small Business Act clarifies that horses are qualified prop- =

erty for purposes of section 179.

Effective Date

The provision that increased the amount allowed to be expensed
under section 179 is effective for property placed in service in tax-
able years beginning after December 31, 1996, subject to the phase-
in schedule set forth above. ‘ : o ; :

Revenue Effect

The provision (including the treatment of horses) is estimated to
reduce Federal fiscal year budget receipts by $67 million in 1997,
$180 million in 1998, $261 million in 1999, $331 million in 2000,
$763 million in 2001, $938 million in 2002, $786 million in 2003,
$646 million in 2004, $439 million in 2005, and $265 million in

2. Tax credit for Social Security taxes paid with respect to
employee cash tips (sec. 1112 of the Small Business Act
and sec. 45B of the Code) :

Present and Prior Law

Under present and prior law, employee tip income is treated as
employer-provided wages for purposes of the Federal Insurance
Contributions Act (“FICA”). Employees are required to report to the
employer the amount of tips received. The Omnibus Budget Rec- .
onciliation Act of 1993 (“OBRA 1993”) provided a business tax cred-
it with respect to certain employer FICA taxes paid with respect
to tips treated as paid by the employer. The credit applies to tips .
received from customers in connection with the provision of food or
beverages for consumption on the premises of an establishment
~ with respect to which the tipping of employees is customary. OBRA

. 1993 provided that the FICA tip credit is effective for taxes paid
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after December 31, 1993. Temporary Treasury regulations provide
that the tax credit is available only with respect to tips reported
by the employee. The temporary regulations also provide that the
credit is allowed for FICA taxes paid by an employer after Decem-
ber 31, 1993, with respect to tips received for services performed
after December 31, 1993.

Reasons for Change

The Congress believed it appropriate to clarify the effective date
and scope of the credit for FICA taxes paid on employee cash tips.
Despite the statutory language, there had been some confusion re-
garding the effective date. The FICA tip credit was included in the
Senate version of H.R. 4210, the Tax Fairness and Economic
Growth Act of 1992, and was included in the conference agreement
of H.R. 4210 as passed by the 102d Congress and vetoed by Presi-
dent Bush. The effective date of that provision would have applied
_ to “tips received and wages paid after the date of enactment.” The
FICA tip credit was also included in the House and Senate versions
of H.R. 11, the Revenue Act of 1992, as considered by the 102d
Congress. The effective date of both those provisions was the same
as in H.R. 4210, specifically, tips received and wages paid after the
date of enactment. The provision was included in the conference
agreement of H.R. 11, as adopted by the Congress and vetoed by
President Bush; however, the effective date of that provision was
modified to apply to “taxes paid after” December 31, 1992, i.e., no
limitation with respect to tips earned after December 31, 1992, was
included. , A ,

‘In 1993, the House and Senate versions of OBRA 1993 did not
contain the FICA tip provision, but it was included in. the con-
ference agreement. The FICA tip provision that was included in
OBRA 1993 had the same effective date as the provision in the con-
ference agreement for H.R. 11, except that the date was moved one
year, to taxes paid after December 31, 1993. The Congress believed
that the legislative history of this provision indicated an intent to
change the effective date, and that the Treasury’s interpretation of
" that date is not consistent with the provision as finally adopted.

The Congress also believed it appropriate to apply the credit to
tips received by all persons who provide food and beverages, includ-
ing delivery of sucﬁ food and beverages for consumption off the
premises. . ‘

Explanation of Provision

The Small Business Act clarifies the credit with respect to em-
ployer FICA taxes paid on tips by providing that the credit is (1)
available whether or not the employee reported the tips on which
the employer FICA taxes were paid pursuant to section 6053(a),
and (2) effective with respect to taxes paid after December 31,
1993, regardless of when the services with respect to which the tips
are received were performed.

The Small Business Act also modifies the credit so that it applies

" with respect to tips received from customers in connection with the
provision of food or beverages, including the delivery for consump-
tion off the premises of the establishment.



Effective Date ‘ |

The clarifications relating to the effective date and nonreported
tips are effective as if included in OBRA 1993. The provision ex-
panding the tip credit to the provision of food or beverages not for
consumption on the premises of the establishment is effective with

respect to FICA taxes paid on tips received with respect to services
performed after December 31, 1996.

Revenue Effect
The clarifications relating to the effective date and nonreported -

tips are estimated to have a negligible effect on Federal fiscal year
budget receipts. The expansion of the credit to the provision of food
or beverages not for consumption on the premises is estimated to
reduce Federal fiscal year budget receipts as follows: $6 million in
1997, $14 million in 1998, $15 million in 1999, $16 million in 2000,
$17 million in 2001, $18 million in 2002, $18 million in 2003, $19
million in 2004, $20 million in 2005, and $21 million in 2006.

3. Home office deduction: Treatment of storage of product
samg)les (sec. 1113 of the Small Business Act and sec.
280A of the Code) :

Present and Prior Law

A taxpayer’s business use of his or her home may give rise to a
deduction for the business portion of expenses related to operating
the home (e.g., a portion of rent or depreciation and repairs). Code
section 280A(c)X1) provides, however, that business deductions gen-
erally are allowed only with respect to a portion of a home that is
used exclusively and regularly in one of the following ways: (1) as
the principal place of business for a trade or business; (2) as a
place of business used to meet with patients, clients, or customers
in the normal course of the taxpayer’s trade or business; or (3) in
connection with the taxpayer’s trade or business, if the portion so
used constitutes a separate structure not attached to the dwelling
unit. In the case of an employee, the Code further requires that the
business use of the home must be for the convenience of the em-
ployer (sec. 280A(c)(1)). These rules apply to houses, apartments,
condominiums, mobile homes, boats, and other similar property
used as the taxpayer’s home (sec. 280A(f)(1)). ‘ ,

Section'280A?q)(2)_cor;tains a special rule that allows a home of-
fice deduction for business expenses related to a space within a
home that is used on a regular (even if not exclusive) basis as a
storage unit for the inventory of the taxpayer’s trade or business
of selling products at retail or wholesale, but only if the home is
the sole fixed location of such trade or business.

- Home office deductions may not be claimed if they create (or in-
crease) a net loss from a business activity, although such deduc-
tions may be carried over to subsequent taxable years (sec.
280A(c)(5)). '

Reasons for Ch,dnge

The Congress believed that present-law section 280A(c)2) should
be clarified so that taxpayers who sell products at retail or whole-
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sale, and regularly store such products at home, need not attempt
to distinguish between inventory and product samples. This clari-
fication will simplify the administration of present-law section
280A(c)(2).

Exjplanatwn of Provzszon

The Small Business Act clarifies that the special rule contamed
in present-law section 280A(c)2) permits deductions for expenses
related to a storage unit in a taxpayer’s home regularly used for
inventory or product samples (or both) of the taxpayer’s trade or
business of selling products at retail or wholesale, provided that
the home is the sole fixed location of such trade or business.

Effective Date

The provision applies to taxable years begmnmg after December
31, 1995. .

Revenue Effeci

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 per year.

4. Treatment of certain charitable risk pools (sec. 1114 of
the Small Business Act and sec. 501(n) of the Code)

. Prior Law

Organizations described in section 501(c)3) (which are referred
to as “charities”) generally are exempt from Federal income tax and
are eligible to receive tax-deductible contributions and to use the
proceeds of tax-exempt financing. Section 501(c)(3) requires that an
organization be organized and operated exclusively for a charitable
or other specifically enumerated exempt purposes in order to qual-
ify for tax-exempt status under that section.

Section 501(c)(3) provides that an organization that is organized
and operated exclusively for charitable purposes is entitled to tax-
exempt status under that section only if the organization satisfies
the additional requirements that no part of its net earnings inures
* to the benefit of any private individual or shareholder (referred to
as the “private inurement test”) and only if the organization does
not engage in political campaign activity on behalf of (or in opposi-
tion to) any candidate for public office and does not engage in sub-
stantial lobbying activities.

Section 501(m) provides that an organization described in section
501(c)(3) or 501(c)4) of the Code is exempt from tax only if no sub-
stantial part of its activities consists of providing commercial-type
insurance. For purposes of this rule, commercial-type insurance
does not include insurance provided at substantially below cost to
a class of charitable recipients.

Prior law did not specifically accord tax-exempt status to an or-
ganization that pools insurable risks of a group of tax-exempt orga-
nizations described in sectmn 501(c)(3).
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Reasons for Change

- The Congress believed that providing tax-exempt status to not-
for-profit risk pools whose members are exclusively tax-exempt
charitable organizations, and which obtain significant capital from
nonmember charitable organizations, helps make liability insur-
ance more affordable to charitable organizations. -~

Explanation of Provision

Under the Small Business Act, a qualified charitable risk pool is
treated as organized and operated exclusively for charitable pur-
poses. The provision makes inapplicable to a qualified charitable
risk pool the present-law rule under section 501(m) that a chari-
table organization described in section 501(c)(3) is exempt from tax
only if no substantial part of its activities consists of providing
commercial-type insurance. T e e

The Small Business Act defines a qualified charitable risk pool
as an organization organized and operated solely to pool insurable
risks of its members (other than medical malpractice risks) and to
provide information to its members with respect to loss control and
risk management. Because a qualified charitable risk pool must be
organized and operated solely to pool insurable risks of its mem-
bers and to provide information to members with respect to loss
control and risk management, no profit or other benefit may be ac-
corded to any member of the organization other than through pro-
viding members with insurance coverage below the cost of com-
parable commercial coverage and through providing members with
loss control and risk management information. Only charitable tax-
exempt organizations described in section 501(c)(3) may be mem-
bers of a qualified charitable risk pool. _ '

The Small Business Act further requires that a qualified chari-
table risk pool: (1) be organized as a nonprofit organization under
State law authorizing risk pooling for charitable organizations; (2)
be exempt from State income tax; (3) obtain at least $1 million in
startup capital from nonmember charitable organizations; (4) be
controlled by a board of directors elected by its members; and (5)
provide in its organizational documents that members must be tax-
exempt charitable organizations at all times, and if a member loses
that status it must immediately notify the organization, and that
no insurance coverage applies to a member after the date of any
final determination that the member no longer qualifies as a tax-
exempt charitable organization.

To be entitled to tax-exempt status under section 501(c)3), a
qualified charitable risk pool described in the provision also must
satisfy the other requirements of that section (i.e., the private
inurement test and the prohibition of political campaign activities
and substantial lobbying).

Effective Date

~ The provision applies to taxable years beglnmng after the date

of enactment.
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- .. Revenue Effect

.. The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 in 1997, $1 million in 1998 through
gggé, $2 million in 2002 through 2004, and $3 million in 2005 and

5. Treatment of dues paid to agricultural or horticultural or-
ganizations (sec. 1115 of the Small Business Act and sec.
512 of the Code) '

Present’ and Prior Law

Tax-exempt organizations generally are subject to the unrelated
business income tax (“UBIT”) on income derived from a trade or
business regularly carried on that is not substantially related to
the performance of the organization’s tax-exempt functions (secs.
511-514). Dues payments made to a membership organization gen-
erally are not subject to the UBIT.. However, several courts have
held that, with respect to postal labor organizations, dues pay-
ments were subject to the UBIT when received from individuals
who were not postal workers, but who became “associate” members
for the purpose of obtaining health insurance available to members
of the organization. See National League of Postmasters of the Unit-
ed States v. Commissioner, No. 95-2646 (4th Cir. 1996); American
Postal Workers Union, AFL-CIO v. United States, 925 F.2d 480
(D.C. Cir. 1991); National Association of Postal Supervisors v. Unit-
ed States, 944 F.2d 859 (Fed. Cir. 1991). _ v

In Rev. Proc. 95-21 (issued March 23, 1995), the IRS set forth its
gosition regarding when associate member dues payments received

y an organization described in section 501(c}5) will be treated as
subject to the UBIT. The IRS stated that dues payments from asso-
ciate members will not be treated as subject to UBIT unless, for
the relevant period, “the associate member category has been
formed or availed of for the principal purpose of producing unre-
lated business income.” Thus, under Rev. Proc. 95-21, the focus of
the inquiry is upon the organization’s purposes in forming the asso-
ciate member category (and whether the purposes of that category
of membership are substantially related to the organization’s ex-
empt purposes other than through the production of income) rather
{;)han upon the motive of the individuals who join as associate mem-

ers.
Reasons for Change

In order to reduce uncertainty and legal disputes involving the
UBIT treatment of certain associate member dues, the Congress
believed that it is appropriate to provide a special rule exempting

from the UBIT annual dues not exceeding $100 paid to a tax-ex-
empt agricultural or horticultural organization.

Explanation of Provision

Under the Small Business Act, if an agricultural or horticultural
organization described in section 501(c)(5) requires annual dues not
exceeding $100 to be paid in order to be a member of such organi-
zation, then in no event will any portion of such dues be su%ject
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to the UBIT by reason of any benefits or privileges to which mem-
bers of such organization are entitled. For taxable years beginning
after 1995, the $100 amount will be indexed for inflation. The term

. “dues” is defined as “any payment (whether or not designated as
dues) which is required to be made in order to be recognized by the
organization as a member of the organization.” Thus, if a person
is recognized as a member of an organization by virtue of having
paid annual dues for his or her membership, then any subsequent
payments made by that person during the year to purchase another
membership in the same organization (covering the same period)
will not be within the scope of the provision. .

The Congress intended that, if a person makes a single payment
that entitles the person to be recognized as a member of the orga-
nization for more than twelve months, then such payment may be
prorated to determine whether annual dues exceed the $100 cap
(as adjusted for inflation).

Effective Date

The provision applies to taxable years beginning after December
31, 1986. Transitional relief also is provided to agricultural or hor-
~ ticultural organizations that had a reasonable basis for not treating
membership dues received prior to January 1, 1987, as unrelated
business income. In such cases, no portion of such dues will be
treated as derived from an unrelated trade or business.

- Revenue Effect _

" The provision is estimated to have a negligible effect on Federal

fiscal year budget receipts. o ' R

6. Clarify employment tax status of certain fishermen (sec.
1116(a) of the Small Business Act and secs. 3121(b)(20),
3306(c)(18), 3401(a)(17), and 6050A of the Code) ’

“Present and Prior Law

Under present and prior law, service as a crew member on a fish-
ing vessel generally is excluded from the definition of employment
for purposes of income tax withholding on wages and for purposes
of the Federal Insurance Contributions Act (FICA) and the Federal
Unemployment Tax Act (FUTA) taxes if the operating crew of the
boat normally consists of fewer than 10 individuals and the individ-
ual receives a share of the catch based on the total catch. Under
prior law, in order for the exemption to apply the individual could
not receive cash remuneration other than proceeds from the sale of
the individual’s share of the catch. If the crew member received
any other cash, e.g., payment for services as an engineer, then the -
exemption did not apply. Under present and prior law, crew mem-
bers to which the exemption applies are subject to self-employment
taxes.

Under present and prior law, the operator of a boat on which an
exempt crew member serves is required to report (1) the identity
of the individual performing the exempt services, (2) the individ-
ual’s and operator’s percentage share of the catch, (8) if the individ-
ual receives his or her share of the catch in kind, information re-
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garding such share (such-as weight and type), and (4) if the indi-

vidual receives a share of the proceeds of the catch, the amount so
received.

Reasons for Change

The Congress believed that providing a statutory definition for
determining whether the crew of a fishing boat normally consists
of fewer than 10 individuals would make the provision easier to
apply and administer. Providing that the exemption continues to
apply if an individual receives, in addition to a share of the catch,

. a small amount of cash for certain duties performed would recog-
nize long-standing industry practice.

Explanation of Provision

The exemption from income tax withholding, FICA, and FUTA
taxes for certain crew members is modified to provide that the op-
erating crew of a boat is treated as normally made up of fewer than
10 individuals if the average size of the operating crew on trips
made during the preceding 4 calendar quarters consisted of fewer
than 10 individuals. In addition, the exemption applies if the crew
member receives, in addition to the cash remuneration permitted
under prior law (proceeds from the individual’s share of the catch),
cash remuneration which does not exceed $100 per trip, is contin-
gent on a minimum catch, and is paid solely for additional duties
(e.g., as mate, engineer, or cook) for which additional cash remu-
neration is customary. : : :

The reporting requirement applicable to operators of a boat on
which an exempt crew member serves is modified to include infor-
mation regarding the additional cash remuneration (if any) that
the individual receives as permitted under the exemption.

Effective Date

The provision applies to remuneration paid after December 31,
1994. In addition, the provision applies to remuneration paid after
December 31, 1984, and before January 1, 1995, unless the payor
treated such remuneration when paid as subject to wage withhold-
ing and employment taxes.

Revenue Effect

The provisioh is estimated to reduce Federal fiscal year ibudget
receipts by $1 million in 1996, $10 million in 1997, and less than
$500,000 in each of 1998 through 2006.

7. Reporting requirements for purchasers of fish (sec.
lllﬁébzio)f the Small Business Act and new sec. 6050Q of
the Code

Present and Prior Law

Under present and prior law, a person engaged in a trade or
business who makes payments during the calendar year of $600 or
more to a person for “rent, salaries, wages, premiums, annuities,
compensations, remunerations, emoluments, or other fixed or deter-
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minable gains, profits, or other income” must file an information
return with the Internal Revenue Service reporting the amount of
such payments, as well as the name, address, and taxpayer identi-
fication number of the person to whom such payments were made
(Code sec. 6041). A similar statement must also be furnished to the
person to whom such payments were made. Treasury regulations
provide that payments for “merchandise” are not required to be re-
ported under this provision (Treas. reg. sec. 1.6041-3(d)). Con-
sequently, under prior law, information reporting was generally not
required with respect to purchases of fish or other forms of aquatlc
life. Information reporting is required.by a person engaged in a
trade or business who, in the course of that trade or business, re-
ceives more than $10, 000 in cash in one transaction (or several re-
lated transactions) (Code sec. 60501).

Reasons for Change

The Congress believed that requiring information reportmg
would enhance compliance with the internal revenue laws.

Explanatwn of Provtswn

The Small Business Act requlres persons engaged in the trade or
business of purchasing fish for resale who pay more than $600 in
cash in a calendar year for fish or other forms of aquatic life from
any seller engaged in the trade or business of catching fish to file
information reports with the Secretary regarding such purchases.
A copy of the report must be provided to the seller.

Eﬁ'ectwe Date

The provision is effectlve for purchases made after December 31
1996.

Revenue Eﬂ'ect

The provision is estimated to increase Federal fiscal year budget
receipts by $5 million in 1998, $9 million in 1999, $10 million in
2000 and 2001, $11 million in 2002 through 2004, and $12 million
in 2005 and 2006

8. Modify rules governing issuance of tax-exempt bonds for
first-time farmers (sec. 1117 of the Small Business Act
and sec. 147 of the Code)

Present and Prior Law

~ Interest on bonds issued by States and local governments to fi-
nance governmental activities carried out and paid for by those en-
tities is exempt from the regular corporate and individual income
taxes. Interest on bonds issued by the governments to provide fi-
nancing to private persons is taxable unless an exception is pro-
vided in the Internal Revenue Code. One ‘such exception allows
States and local governments to issue bonds to finance loans to
first-time farmers for the acquisition of farm land (and limited
amounts of related depreciable farm property) if the purchaser will
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be the principal user of the property and will materially participate
in the farming operation in which the property is to be used.

The amount of financing provided under this exception may not
exceed $1 million per farmer (and related parties). The $1 million
limit is increased to $10 million if all capital expenditures by the
purchaser in the same county (or incorporated municipality) within
a prescribed six-year period do not exceed $10 million. Aggregate
depreciable farm property financing for any purchaser may not ex-
ceed $250,000, of which no more than $62,500 may be for used de-
preciable property.

Under prior law, a first-time farmer was defined as an individual
who had at no time owned farm land in excess of 15 percent of the
median size of a farm in the county in which such land was lo-
cated, and the fair market value of the land had not at any time
when held by the individual exceeded $125,000.

Under general rules governing issuance of tax-exempt bonds,
working capital financing (including purchases from related par-
ties) is precluded.

Reasons for Change

The Congress determined that modifications to the rules govern-
ing tax-exempt financing for first-time farmers were appropriate to
allow private activity tax-exempt financing for persons desiring to
enter that occupation, including entry by younger generations pur-
chasing family farming operations. .

Explanation of Provision

The Small Business Act makes two modifications to the rules
governing issuance of tax-exempt bonds for first-time farmers.
First, the amount of farm land that an individual may own and
still be considered a first-time farmer is doubled, from 15 percent
of the median farm size in the county where the land is located to
30 percent of the median farm size in that county.

Second, proceeds of these tax-exempt bonds are permitted to be
used to finance purchases of farms by individuals from related par-
ties (e.g., a parent or grandparent), provided that the price paid re-
flects the fair market value of the property and the seller has no
financial interest in the farming operation conducted on the land
after the bond-financed sale occurs.

A seller is not treated as having a financial interest in the pur-
chaser’s farming operation if the seller:

. (1) has no more than a 10-percent interest in the capital or
profits in a partnership owning or operating the farm;
(2) has no more than a 10-percent stock interest in a cor-
poration owning or operating the farm;
(3) has no more 10-percent of the beneficial interest in a
trust owning or operating the farm;
(4) is not a principal user of the farm; or
"(5) has no other direct or indirect ownership or use of the
farm which has as a principal purpose, the avoidance of this
provision.
- The Small Business Act further provides that issuers making
loans to finance related party sales must provide appropriate notice
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to borrowers of these restrictions and of the fact that bond-proceeds
may not be re-transferred from sellers to purchasers as part of ef-
forts (e.g., step-transactions) to transfer both property financed
with the bond proceeds and the bond proceeds received by the sell-
er. For example, a farmer, who sells his farm to his son who re-
ceives tax-exempt financing for the sale, cannot immediately make
a gift to the son of the proceeds of the sale. '

Eﬁ'eétive Date

The provision is effective for financing provided with bonds: is-
sued after the date of enactment (after August 20, 1996).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1997, $6 million in 1998, $12 million in
1999, $17 million in 2000, $21 million in 2001, $26 million in 2002,
$30 million in 2003, $34 million in 2004, $37 million in 2005, and
$40 million in 2006. ' ,

9. Clarify treatment of newspaper distributors and carriers
as direct sellers (sec. 1118 of the Small Business Act and
sec. 3508 of the Code)

Present and Prior Law

Under present and prior law, for Federal tax purposes, there are
two classifications of workers: a worker is either an employee of the
service recipient or an independent contractor. Significant tax con-
sequences result from the classification of a worker as an employee
or independent contractor. These differences relate to withholding
and employment tax requirements, as well as the ability to exclude
certain types of compensation from income or take tax deductions
for certain expenses. Some of these consequences favor employee
status, while others favor independent contractor status. For exam-
Ele, an employee may exclude from gross income employer-provided

enefits such as pension, health, and group-term life insurance
benefits. On the other hand, an independent contractor can estab-
lish his or her own pension plan and deduct contributions to the
plan. An independent contractor also has greater ability to deduct
work-related expenses. B o ‘

- Under present and prior law, the determination of whether a
worker is an employee or an independent contractor is generally
made under a common-law facts and circumstances test that seeks
to determine whether the service provider is subject to the control
of the service recipient, not only as to the nature of the work per-
formed, but the circumstances under which it is performed. Under
a special safe harbor rule (sec. 530 of the Revenue Act of 1978), a
service recipient may treat a worker as an independent contractor
for employment tax purposes eéven though the worker is an em-
ployee under the common-law test if the service recipient has a
reasonable basis for treating the worker as an independent contrac-
tor and certain other requirements are met. '

In addition to the common-law test, there are also some persons
who are treated by statute as either employees or independent con-
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tractors. For example, “direct sellers” are deemed to be independ-
ent contractors. A direct seller is a person engaged in the trade or
business of selling consumer products (a) in the home or otherwise
than in a permanent retail establishment, or (b) to any buyer on
a buy-sell basis, a deposit-commission basis, or any similar basis
prescribed by regulations for resale in the home otherwise than in
a permanent retail establishment, if substantially all the remu-
neration for the performance of the services is directly related to
sales or other output rather than to the number of hours worked,
and the services performed by the person are performed pursuant
to a written contract between such person and the service recipient
and such contract provides that the person will not be treated as
an employee for Federal tax purposes.

Under prior law, the newspaper industry generally took the posi-
tion that newspaper distributors and carriers should be treated as
direct sellers for income and employment tax purposes. The Inter-
nal Revenue Service generally took the position that the direct sell-
er rules did not apply to newspaper distributors and carriers oper-
ating under an agency distribution system (i.e., where the pub-
lisher retains title to the newspapers).

Reasons for Changé R

The Congress recognized that there have been numerous dis-
putes between newspaper distributors and carriers and the Inter-
nal Revenue Service regarding the treatment of newspaper dis-
tributors and carriers as direct sellers. The Congress believed that
in the majority of these cases the newspaper distributors and car-
riers should properly be treated as direct sellers. Consequently, in
order to avoid further disputes, the Congress wished to clarify the
treatment of qualifying newspaper distributors and carriers as di-
rect sellers. :

Explanation of Provision

The Small Business Act clarifies the treatment of qualifying
newspaper distributors and carriers as direct sellers. Under the
Act, a person engaged in the trade or business of the delivery or
distribution of newspapers or shopping news (including any serv-
ices that are directly related to such trade or business, such as so-
licitation of customers or collection of receipts) qualifies as a direct
seller; provided the prior-law requirements for direct seller status
are satisfied. That is, substantially all the remuneration for the
performance of the services must be directly related to sales or
other output rather than to the number of hours worked, and the
services performed by the person must be performed pursuant to
a ‘written contract between such person and the service recipient
and such contract must provide that the person will not be treated’
as an employee for Federal tax purposes. The Small Business Act
is intended to apply to newspaper distributors and carriers whether
or not they hire others to assist in the delivery of newspapers. The
Small Business Act also applies to newspaper distributors and car-
riers operating under either a buy-sell distribution system (i.e.,
where the newspaper distributors or carriers purchase the news-
papers from the publisher) or an agency distribution system. For
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example, newspaper distributors and carriers operating under an
agency distribution system who are paid based on the number of
papers delivered and have an appropriate written agreement qual-
ify as direct sellers. The employment status of newspaper distribu-
tors and carriers who do not qualify as direct sellers under the
Small Business Act continues to be determined under prior-law
rules. No inference is intended with respect to the employment sta-
tus of newspaper distributors and carriers prior to the effective
date of the provision. Further, the provision is intended to clarify
the worker classification issue for income and employment taxes
only. The provision is not intended to have any impact whatsoever
on the interpretation or applicability of Federal, State, or local
labor laws. _

Effective Date

The provision is effective with respect to services performed after
December 31, 1995.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

10. Application of involuntary conversion rules to property
damaged as a result of Presidentially declared disasters
(sec. 1119 of the Small Business Act and sec. 1033(h) of
the Code)

Prior Law

A taxpayer may elect not to recognize gain with respect to prop-
erty that is involuntarily converted if the taxpayer acquires within
an applicable period property similar or related in service or use.
If the taxpayer does not replace the converted property with prop-
erty similar or related in service or use, then gain generally is rec-
ognized. For this purpose, property used in one trade or business
may not have been treated as similar or related in service in use
to property used in another trade or business. : ‘

Reasons for Change

The property damage in a Presidentially declared disaster may
be so great that businesses are forced to suspend operations for a
substantial time. During that hiatus, valuable markets and cus-
tomers may be lost. If this suspension causes the business to fail,
and the owners of the business wish to reinvest their capital in a
new business venture, the involuntary conversion rules will force
them to recognize gain when they buy replacement property that
is needed for the new business but not similar to that used in the
failed business. This provision will offer relief to such businesses
by allowing them to reinvest their funds in any tangible business
property without being forced to recognize gain. No such deferral
of gain is available, however, if the taxpayer decides not to reinvest
in tangible business property.
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Explanation of Provision

Any tangible property acquired and held for productive use in a
business is treated as similar or related in service or use to prop-
erty that (1) was held for investment or for productive use in a
business and (2) was involuntarily eonverted as a result of a Presi-
dentially declared disaster.

Effective Date

~The provision is effective for disasters for which a Presidential
declaration is made after December 31, 1994, in taxable years end-
ing after that date. :

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $6 million in 1996, $14 million in 1997, and $10 million
a year thereafter.

11. Establish 15-year recovery period for ret#il motor fuels
outlet stores (sec. 1120 of the Small Business Act and
sec. 168 of the Code)

Present and Prior Law

Property used in the retail gasoline trade is depreciated under
section 168 using a 15-year recovery period and the 150-percent de-
clining balance method. Nonresidential real property (such as a
grocery store) is depreciated using a 39-year recovery period and
the straight-line method. It was understood that taxpayers gen-
erally took the position that convenience stores and other buildings
installed at retail motor fuels outlets had a 15-year recovery period.
The Internal Revenue Service (“IRS”), in a position described in a
recent Coordinated Issues Paper, generally limited the application
of the 15-year recovery period to instances where the structure: (1)
was 1,400 square feet or less and met certain other requirements
or (2) met a 50-percent test. The 50-percent test was met if: (1) 50
percent or more of the gross revenues that were generated from the
building were derived from petroleum sales and (2) 50 percent or
more of the floor space in the building was devoted to petroleum
marketing sales. The IRS treated structures not meeting these re-
quirements as nonresidential real property.

Reasons for Changes

The Congress believed that the position taken by the IRS with
respect to certain structures installed at motor fuel retail outlets
was contrary to the historical treatment of such property. The Con-
gress sought to clarify (and restore) the treatment of such property.

Explanation of Provision

The Small Business Act provides that 15-year property includes
any section 1250 property (generally, depreciable real property)
that is a retail motor fuels outlet (whether or not food or other con-
venience items are sold at the outlet). A retail motor fuels outlet
does not include any facility related to petroleum or natural gas
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trunk pipelines or to any section 1250 property used only to an in-
substantial extent in the retail marketing of petroleum or petro-
leum products. In addition, the provision provides a 20-year class
life for retail motor fuels outlets for purposes of the alternative de-
preciation system of section 168(g).

The Small Business Act clarifies what types of property qualify
as a retail motor fuels outlet. Section 1250 property will so qualify
if it meets a 50-percent test. The 50-percent test is met if: (1) 50
percent or more of the gross revenues that are generated from the
proi)lerty are derived from petroleum sales or (2) 50 f)ercent or more
of the floor space in the property is devoted to petroleum marketing
sales. The Congress intended that the determination of whether ei-
ther prong of this test is met will be made pursuant to the recent
Coordinated Issue Paper. Property not meeting the test will not
qualify as a retail motor fuels outlet. For property placed in service
in taxable years that end after the date of enactment, the deter-
mination on whether the property meets the 50-percent test gen-
erally will be made in the year the property is placed in service.
However, the test may be applied in the subsequent taxable year
if the property is placed in service near the end of the taxable year
and the use of the property during such short period is not rep-
resentative of the sugsequent use of the property. The Congress in-
tended that, with respect to property placed in service in taxable
years that ended before the date of enactment of the provision, the
determination of whether the property meets the 50-percent test
generally will be made in a manner consistent with the manner in
which the 50-percent test of the Coordinated Issues Paper is ap-
plied (but by using the disjunctive test intended by the Congress
rather than the conjunctive test of the Paper). The Congress also
intended that if property initially meets (or fails to meet) the dis-
junctive 50-percent test but subsequently fails to meet (or meets)
such test for more than a temporary period, such failure (or quali-
fication) may be treated as a change in the use of property to which
section 168(i)(5) applies.

In addition, property the size of which is 1,400 square feet or less
also will qualify if such property would have qualified under the
current Coordinated Issues Paper.

Effective Date

The provision is effective for property placed in service on or
after the date of enactment. The taxpayer may elect to apply the
provision for any property to which the amendments made Il:;y sec-
tion 201 of the Tax Reform Act of 1986 apply (i.e., property subject
to the modified Accelerated Cost Recovery System of sec. 168) and
which was placed in service prior to the date of enactment of the
Small Business Act. This election shall be made in a manner pre-
scribed by the Secretary of the Treasury. The Secretary of the
Treasury may treat such election as a change in the taxpayer’s
method of accounting for such property and may provide rules simi-
lar to those provided in Rev. Proc. 96-31, 1996-20 LR.B. 11, May
13, 1996. A taxpayer may elect the application of the provision for
qualified property placed in service prior to the date of enactment.
It is intended that if a taxpayer has already treated qualified prop-
erty that was placed in service before the date of enactment as 15-
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year property, the taxpayer will be deemed to have made the elec-
tion with respect to such property.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $7 million in 1996, $24 million in 1997, $37 million in
1998, $45 million in 1999, $50 million in 2000, $53 million in 2001,
$53 million in 2002, $55 million in 2003, $61 millicn in 2004, $42
million in 2005, and $25 million in 2006.

12. Treatment of leasehold improvements (sec. 1121 of the
Small Business Act and sec. 168 of the Code)

Present and Prior Law

Depreciation of leasehold improvements

Depreciation allowances for property used in a trade or business
generally are determined under the modified Accelerated Cost Re-
covery System (“MACRS”) of section 168. Depreciation allowances
for improvements made on leased property are determined under
MACRS, even if the MACRS recovery period assigned to the prop-
erty is longer than the term of the lease (sec. 168(1)(8)).52 This rule
applies regardless whether the lessor or lessee places the leasehold
improvements in service.53 If a leasehold improvement constitutes
an addition or improvement to nonresidential real property already
placed in service, the improvement is depreciated using the
straight-line method over a 39-year recovery period, beginning in
the month the addition or improvement was placed in service (secs.
168(b)(3), (c)(1), (d)2), and (i)6)).54

Treatment of dispositions of leasehold improvements

A taxpayer generally recovers the adjusted basis of property for
purposes of determining gain or loss upon the disposition of the
roperty. Upon the termination of a lease, the adjusted basis of
easehold improvements that were made, but are not retained, by
a lessee are taken into account to compute gain or loss by the les-
see.55 The proper treatment of the adjusted basis of improvements
made by a lessor upon termination of a lease was less clear. Pro-
posed Treasury regulation section 1.168-2(e)1) provided that the

52The Tax Reform Act of 1986 modified the Accelerated Cost Recovery System (‘ACRS”) to
institute MACRS. Prior to the adtiﬂtion of ACRS by the Economic Recovery Act of 1981, tax-
payers were allowed to depreciate the various components of a building as separate assets with
separate useful lives. The use of component depreciation was repealed upon the adoption of
ﬁ[A %S}_‘.‘SThe Tax Reform Act of 1986 also denied the use of component depreciation under

53Former Code sections 168(fX6) and 178 provided that in certain circumstances, a lessee
could recover the cost of leasehold improvements made over the remaining term of the lease.
These provisions were repealed by the Tax Reform Act of 1986.

54]f the improvement is characterized as tangible personal property, ACRS or MACRS depre-
ciation is calculated using the shorter recovery periods and accelerated methods applicable to
such property. The determination of whéther certain improvements are characterized as tan-
gible personal property or as nonresidential real property often depends on whether or not the
improvements constitute a “structural component” of a building (as defined by Treas. Reg. sec.
1.48-1(eX1)). See, for example, Metro National Corp., 52 TCM 1440 (1987); King Radio Corp.,
486 F.2d 1091 (10th Cir., 1973); Mallinckrodt, Inc., 778 F.2d 402 (8th Cir., 1985) (with respect
various leasehold intg)rovements}.

55See, Report of the Committee on Ways and Means on H.R. 3838 (H. Rept. 99-426), p. 158,
and Senate Finance Committee Report on H.R. 3838 (S. Rept. 99-313), p. 105 (Tax Reform Act
of 1986, 99th Cong.). :
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unadjusted basis of a building’s structural components must be re-
covered as a whole. In addition, proposed Treasury regulation sec-
tions 1.168-2(1)(1) and 1.168-6(b) provided that “disposition” does
not include the retirement of a structural component of real prop-
erty if there is no disposition of the underlying building.56 Thus,
it appears that it was the position of the Internal Revenue Service
that leasehold improvements made by a lessor that constitute
structural components of a building were to be continued to be de-
preciated in the same manner as the underlying real property,
even if such improvements were retired at the end of the lease
term.57 Some lessors, on the other hand, may have taken the posi-
tion that a leasehold improvement was a property separate and
distinct from the underlying building and that an abandonment
loss under section 165 was allowable at the end of the lease term
for the adjusted basis of the property. In addition, lessors may have
argued that even if a leasehold improvement constituted a struc-
tural component of a building, proposed Treasury regulation sec-
tion 1.168-2(1)(1) (that seemingly denied the deduction at the end
of the lease term) applied only to retirements, but not abandon-
ments or demolitions, of such property.58 Thus, it appears that
some lessors took the position that, at least in certain cir-
cumstances, the adjusted basis of leasehold improvements was re-
covered at the end of the term of the lease to which the improve-
ments relate even if there was no disposition of the underlying
building.

Reasons for Change

The Congress believed that costs that relate to the leasing of
property should not be recovered beyond the term of the lease to
the extent the costs do not provide a future benefit beyond such
term. The Congress also believed that the proper present-law treat-
ment of leasehold improvements disposed of at the end of the term
of a lease was unclear. Thus, the Congress provided that the unre-
covered costs of leasehold improvements that were placed in service
by a lessor with respect to a lease and are irrevocably disposed of
at the end of the lease term should be taken into account at that
time. - .

Explanation of Provision ,

Under the Small Business Act, a lessor of leased property that
disposes of a leasehold improvement which was made by the lessor
for the lessee of the property may take the adjusted basis of the
improvement into account for gurposes of determining gain or loss
if the improvement is irrevocably disposed of or abandoned by the
lessor at the termination of the lease.5® The provision thus con-

56For example, if a taxp:aer agllacesr, a new roof on building subject to ACRS, the taxpayer
must continue to depreciate the allocable cost of the old roof as of the cost of the underlyi
building. (Prop. Treas. reg. sec. 1.168-6(b)(1)) See, also, Joint Committee on Taxation, Genera,
Exgzlanation of the Economic Recovery Tax Act of 1981 (97th Cong.), p. 86. g
7See, IRS General Information Letter, dated Sept. 17, 1992.

2(;)‘; 1(;ompare the second and fourth sentences of proposed Treasury regulation section 1.168-

59The conference report describing this provision mistakenly states that the provision applies
to improvements that are irrevocably disposed of or abandoned by the lessee (rather than the
lessor) at the termination of the lease.

172-804 97 -4
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forms the treatment of lessors and lessees with respect to leasehold
improvements disposed of at the end of a term of lease.

For purposes of applying the provision, it is expected that a les-
sor must be able to separately account for the adjusted basis of the
leasehold improvement that is irrevocably disposed of or aban-
doned. In addition, the Secretary of the Treasury may provide guid-
ance, as necessary, regarding the determination of when a lease-
hold improvement is made for a lessee and when such property is
irrevocably abandoned or disposed of. The provision does not apply
to the extent section 280B applies to the demolition of a structure,
‘a portion of which may include leasehold improvements.6?

Effective Date

The provision is effective for leasehold improvements disposed of
after June 12, 1996. No inference is intended as to the proper
treatment of such dispositions before June 13, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $12 million in 1996; $22 million in 1997; $19 million in
1998; $16 million in 1999; $13 million in 2000; $11 million in 2001;
$7 million in 2002; $4 million in 2003; and $2 million in 2004, and
incrgasgoli(‘)%deral budget receipts by $1 million in 2005 and $4 mil-
ion in .

13. Modifications to section 530 of the Revenue Act of 1978
(sec. 1122 of the Small Business Act and sec. 530 of the
Revenue Act of 1978)

Presént and Prior Law

In general

Under present and prior law, for Federal tax purposes, there are
two classifications of workers: a worker is either an employee of the
service recipient or an independent contractor. Significant tax con-
sequences result from the classification of a worker as an employee
or independent contractor. These differences relate to withholding
and employment tax requirements, as well as the ability to exclude
certain types of compensation from income or to take tax deduc-
tions for certain expenses. Some of these consequences favor em-
ployee status, while others favor independent contractor status. For
example, an employee may exclude from gross income employer-
provided benefits such as pension, health, and group-term life in-
surance benefits. On the other hand, an independent contractor can
establish his or her own pension plan and deduct contributions to
the plan. An independent contractor also has greater ability to de-
duct work-related expenses.

In general, the determination of whether an employer-employee
relationship exists for Federal tax purposes is made under a com-
mon-law test. Treasury regulations provide that an employer-em-
ployee relationship generally exists if the person contracting for

60 Under present law, section 280B denies a deduction for any loss sustained on the demolition
of any structure. .
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services has the right to control not only the result of the services,
but also the means by which that result is accomplished. In other
words, an employer-employee relationship generally exists if the
person providing the services “is subject to the will and control of
the employer not only as to what shall be done but how it shall be
done.” 61 Under the Treasury regulations, it is not necessary that
the employer actually control the manner in which the services are
performed, rather it is sufficient that the employer have a right to
control. Whether the requisite control exists is determined based on
all the relevant facts and circumstances.62 The Internal Revenue
Service (“IRS”) issued a training guide for field agents that pro-
vides current IRS views regarding worker classification issues.63

Section 530
In general

With increased enforcement of the employment tax laws begin-
ning in the late 1960s, controversies developed between the IRS
and taxpayers as to whether businesses had correctly classified cer-
tain workers as self employed rather than as employees. In some
instances when the IRS prevailed in reclassifying workers as em-
ployees under the common-law test, the employing business be-
came liable for substantial portions of its employees’ employment
and income tax liabilities (that the employer had failed to withhold
and pay over) and the employer’s portion of such tax liabilities, al-
though the employees might have fully paid their liabilities for self-
employment and income taxes.

In response to this problem, the Congress enacted section 530 of
the Revenue Act of 1978 (“section 5307).64 That provision enerally
allows a taxpayer to treat a worker as not being an employee for
employment tax purposes (but not income tax purposes), regardless
of the individual’s actual status under the common-law test, unless
. the taxpayer has no reasonable basis for such treatment. Section
530 was initially scheduled to terminate at the end of 1979 to give
the Congress time to resolve the many complex issues regar ing
worker classification. It was extended through the end of 1980 by
P.L. 96-167 and through June 30, 1982, by P.L. 96-541, The provi-
sion was extended permanently by the Tax Equity and Fiscal Re-
sponsibility Act of 1982.65 o o o

Under section 530, a reasonable basis for treating a worker as
an independent contractor is considered to exist if the taxpayer
reasonably relied on (1) published rulings or judicial precedent, (2)
past IRS audit practice with respect to the taxpayer, (3) long-stand-
ing recognized practice of a si%niﬁcant segment of the industry of
which the taxpayer is a member, or (4) if the taxpayer has any
“other reasonable basis” for treating a worker as an independent

61Treas. Reg. sec. 31.3401(c)-(1Xb).

52The Internal Revenue Service (“IRS”) has developed a list of 20 factors that may be exam-
iln%dBinzggtemﬁning whether an employer-employee relationship exists. Rev. Rul. 87-41, 1987-

53The IRS initially issued a draft training guide, “Em;)lo;{‘ee or Independent Contractor?”
(Draft, February 28, 1996)(the “IRS Draft Training Guide”®). The training guide was finalized
during Congressional consideration of the Act, “Employee or Independent Contractor,” Delgart-
ment of the Treasury, Internal Revenue Service, Training 3320-102 (7-96) TPDS (the “IRS Final
Training Guide”).

64 Public Law 95-600.

65 Public Law 97-248,



84

contractor. The legislative history states that section 530 is to be
“construed liberally in favor of taxpayers.” 66

The relief under section 530 is available with respect to an indi-
vidual only if certain additional requirements are satisfied. The
taxpayer must not have treated the individual as an employee for
any period, and for periods since 1978 all Federal tax returns, in-
cluding information returns, must have been filed on a basis con-
sistent with treating such individual as an independent contractor.
Further, the taxpayer (or a predecessor) must not have treated any
individual holding a substantially similar position as an employee
fior purposes of employment taxes for any period beginning after

977. v

Under section 1706 of the Tax Reform Act of 1986, section 530
does not apply in the case of an individual who, pursuant to an ar-
rangement between the taxpayer and another person, provides
services for such other person as an engineer, designer, drafter,
computer programmer, systems analyst, or other similarly skilled
worker engaged in a similar line of work. Thus, the determination
of whether such individuals are employees or self employed is made
in accordance with the common-law test.

Section 530 also prohibits the issuance of Treasury regulations
and revenue rulings on common-law employment status. Taxpayers
may, however, obtain private letter rulings from the IRS regarding
the status of workers as employees or independent contractors.

Status of ‘worker

- Under prior law, there was no statement in the language of sec-
tion 530 requiring that there first be a determination that a worker
was an employee under the common-law test before the relief
under section 530 became available. It was the position of the IRS,
based on legislative history, that section 530 could only apply after
such a determination was made.67 The IRS did not require the tax-
payer to concede or agree to a determination that the worker was
an employee for section 530 relief to be available.68

Several courts that explicitly considered the question held that
section 530 relief was available irrespective of whether there had
been an initial determination of worker classification under the
common law.62 Courts in the cases cited in the IRS Final Training
Guide in support of the IRS’ position did determine worker status
before applying section 530.70 However, it is unclear whether such
determination was made because the court believed a threshold de-
termination was required or merely as a natural consequence of
the court’s disposition of the case (i.e., the taxpayers first argued

86 . Rept. 95-1748 (95th Cong., 2d Sess., 5 (1978)). The conference agreement to the Revenue
hAlc(: of 1978 adopted the provisions of the House bill and therefore incorporates this legislative

istory.

67 RS Final Training Guide, at 3-4.

68 RS Final Training Guide, at 3-5. TAM 9443002 (December 3, 1993).

69 See e.g., Lambert’s Nursery and Landscaping, Inc. v. U.S., 894 F.2d 154 (5th Cir. 1990)(“It
is not necessary to determine whether [ yer’s] workers were independent contractors or em-
ployees for employment tax purposes.”); J & J Cab Service, Inc. v. U.S., 75 AFTR2d No. 95-
618 (W.D. N.C. 1995)(“Section 530 relief may be granted irrespective of whether individuals
were incorrectly treated as other than employees”); Queensgate Dental Family Practice, Inc. v.
U.S., 91-2 USTC No. 50,536 (M.D. Pa. 1991)(disagreeing with the IRS’ contention that the court
must first determine worker classification before applying section 530).

70IRS Final Training Guide, at 3-6.
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that the workers were not employees under the common law test,
or in the alternative, section 530 provided relief).71

Judicial or administrative precedent safe harbor

. Under section 530, reliance on judicial precedent, published rul-
ings, technical advice with respect to the taxpayer, or a letter rul-
ing to the taxpayer is deemed a reasonable basis for treating a
worker as an independent contractor. If a taX£ayer relies on this
safe harbor, the IRS will look to see whether the facts of the judi-
cial precedent or published ruling are sufficiently similar to the
taxpayer’s facts.?2 co ' B o

Prior audit safe harbor

Under the prior audit safe harbor under prior law, reasonable re-
liance was generally found to exist if the IRS failed to raise an em-
ployment tax issue on audit, even though the audit was not related
to employment tax matters. Under present and prior law, a tax-
payer can also rely on a prior audit in which an employment tax
issue was raised, but was resolved in favor of the taxpayer. Accord-
ing to the IRS, an “audit” must involve an examination of the tax-
payer’s books and records; mere inquiries from an IRS service cen-
ter or a “compliance check” to determine whether a taxpayer has
filed all returns does not suffice, unless the IRS asked about the
reason for worker classification or examined books and records
other than those IRS forms that are required to be filed or main-
tained.”® In order to rely on a prior audit, the IRS requires that
the taxpayer must have treated the workers at issue as independ-
ent contractors during the period covered by the prior audit.74

Industry practice safe harbor

A taxpayer is also treated as having a reasonable basis for treat-
ing a worker as an independent contractor under section 530 if the
taxpayer reasonably relied on long-standing recognized practice of
a significant segment of the industry in which the taxpayer is en-
gaged. In ap(flying this safe harbor, a number of issues arise, in-
cluding the definition of: (1)-a long-standing practice; (2) the tax-
payer’s industry; and (3) a significant segment of the industry.

Under prior law, section 530 did not specify a period of time in
order for a practice to be long standing. The IRS Final Training
Guide provides that a practice is most clearly long standing if the
industry has treated workers as independent contractors since
1978.75 According to the IRS Final Training Guides, the safe har-
bor was not met if the industry only recently began to treat work-
ers as independent contractors.’® One court held that seven years
qualified as long standing.?? :

The IRS Final Training Guide recognizes that a taxpayer may
use the industry practice safe harbor even if it began business after

718See e.g., Overeen v. U.S., 91-2 USTC No. 50, 459 (W.D. Okla, 1991); Galbraith and Green,
Inc. v. U.S., 80-2 USTC No. 9,629 (Az. 1980). )

2See e.g., TAM 9443002 (December 3, 1993); TAM 9330007 (April 28, 1993).

73 IRS Final Training Guide, at 3-18 to 3-19.

74IRS Final Training Guide, at 3-20. .

75IRS Final Training Guide, at 3-24.

78IRS Final Training Guide at 3-24. The IRS Final Training Guide (at 3-24) provides that
a practice that has existed for 10 years or more is presumed to be long standing. - ‘

7REAG, Inc. v. U.S., 801 F.Supp. 494 (W.D. Okla. 1992). . :
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1978.78 The IRS Final Training Guide provides that if the industry
practice changed by the time the taxpayer joined the industry, the
taxpayer cannot rely on the former practice. Under prior law, the
IRS position with respect to whether a new industry (i.e., one be-
ginning after 1978) could take advantage of the industry practice
safe harbor was unclear; the IRS Final Training Guide is silent on
this issue. ; . ;

Under present and prior law, a taxpayer’s industry generally con-
sists of businesses competing for the same customers and providing
the same or a similar product or service.”® Further, what con-
stitutes the taxpayer’s industry generally is determined by ref-
erence to the geographic or metropolitan area in which the tax-
payer conducts its business.80

Under prior law, neither section 530, nor the legislative history,
provided a clear standard as to what constituted a significant seg-
ment of a taxpayer’s industry. The IRS Final Training Guide pro-
vided that the determination would be based on the facts and cir-
cumstances.81 A few courts addressed this issue. In one case, the
IRS argued that a significant segment of the industry meant more
than 50 percent of the industry.82 However, that court held that a
significant segment was less than a majority of the firms in an in-
dustry. Another court stated that a survey showing that 15 out of
84 industry respondents (18 percent) treating workers as independ-
ent contractors constituted a significant segment of an industry.83

Even if a taxpayer can establish a long-standing recognized prac-
tice of a significant segment of the industry, the IRS requires the
taxpayer to show that it had knowledge of the practice at the time
it began treating workers as independent contractors.84

Other reasonable basis

Even if a taxpayer is unable to rely on one of the three safe har-
bors described above, under present and prior law, a taxpayer may
still be entitled to relief under section 530 if the taxpayer has any
other reasonable basis for treating a worker as an independent con-
tractor.

Under case law, reliance on the advice of an attorney or an ac-
countant may constitute a reasonable basis for treating a worker
as an independent contractor.85 The IRS agrees with this position,
provided there is a showing that the business reasonably believed
that the attorney or accountant was familiar with business tax is-

78IRS Final Training Guide, at 3-24. The IRS Final Training Guide also provides that a busi-
ness may use the industry practice safe harbor even if it began to provide a product or service
after 1978.

79 See Sanderson III v. U.S., 862 F.Supp. 196 (N.D. Ohio 1994)(court held that relevant indus-
try was owner-operated truckers rather than trucking industry as a whole); IRS Draft Training
Guide, at 3-23.

80 See General Investment Corp. v. U.S., 823 F.2d 337 (9th Cir. 1987)(court held the taxpayer’s
industry consisted of small mining business located in the taxpayer’s county, rather than all
mining businesses throughout the county); TAM 9443002 (December 3, 1993).

811RS Final Training Guide, at 3-25.

82In re Bentley, 73 AFTR2d No 94-667 (Bkrtcy. E.D. Tenn. 1994).

83 REAG, Inc. v. U.S., 801 F.Supp. 494 (W.D. Okla. 1992).

84TAM 9619001 (January 29, 1996); IRS Final Training Guide, at

85See e.g., Smoky Mountain Secrets Inc. v. U.S., 910 F.Supp. 1316 (E D. 1995); In re Arndt,
72 AFTR2d No. 93-5325 (Bkrtcy. M.D. F1. 1993).
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sues and the advice was based on sufficient relevant facts fur-
nished by the business to the attorney or accountant.86

Taxpayers generally have argued successfully that reliance on
the common-law test can constitute a reasonable basis for purposes
of applying section 530.87 The IRS now concurs with this view.88

Reporting consistency

To be entitled to relief under section 530, the taxpayer must not
have treated the worker as an employee for any period, and, for pe-
riods since 1978, all Federal tax returns, including information re-
turns, must have been filed on a basis consistent with treating
such worker as an independent contractor. For example, withhold-
ing income and employment taxes from a worker’s remuneration
would not be consistent with treatment as an independent contrac-
tor, and the taxpayer must file a Form 1099 (if required) with re-
spect to the worker as opposed to a Form W-2.89 If a taxpayer does
not file the required information return for a period it will not be
entitled to section 530 relief for such period.®° Further, the courts
have generally held that since 1978 (or such shorter period as the
taxpayer has been in business), Federal tax reporting with respect
to the worker (and all similarly situated workers) must have been
consistent with independent contractor treatment.®! The filing of
consistent Federal tax returns for only the period of examination
will not be sufficient. However, the IRS has taken the position that
the fact that a taxpayer changes its treatment of workers from
independent contractor status to employee status does not affect
the applicability of section 530 for prior periods.®2

Consistency among workers with substantially similar posi-
tions

In order for section 530 to apily, the taxpayer (or a predecessor)
must not have treated any worker holding a substantially similar
position as an employee for purposes of employment taxes for any
period beginning after 1977. Vxether workers are similarly situ-
ated is dependent on the facts and circumstances. The IRS Final
Training Guide states that a “substantially similar position exists
if the job functions, duties, and responsibilities are substantially
similar and the control and supervision of those duties and respon-
sibilities is substantially similar.” 93 ,
There have been a few court decisions addressing this issue. For
example, in REAG, Inc. v. U.S. 24 the court held that the position
of appraisers who were owner-officers of the business was not sub-

86IRS Final Training Guide, at 3-29; see also In re McAtee, 66 AFTR2d No. 94-667 (Bkrtcy.
N.D. Iowa 1980)(taxpayer could not rely on advice of accountant where it is not established ac-
countant had expertise in employment tax matters).
87See e.g., Critical Care Register Nursing, Inc. v. US., 776 F.Sugp. 1025 (E.D. Pa. 1991);
American Institute of Family Relations v. U.S., 79-1 USTC No. 9,364 (C.D. Cal. 1979).
88The IRS Draft Training Guide, at 3-29, provided that the common law could not be a basis
for section 530 relief. This position was reversed in the IRS Final Training Guide, at 3-30,
89 Rev. Proc. 85-18. i )
c ;‘_’Ci‘egi:z’eml Investment Corp. v. U.S., 823 F.2d 337 (9th Cir. 1987); Rev. Rul. 81-224, 1981-2
91Henry v. U.S., 793 F.2d 289 (Fed.Cir. 1986); In re McAtee, 66 AFTR2d No. 94-667 (Bkrtcy.
N.D. Towa 1990).
. 92Rev, Proc. 85-18. ) ) e
93RS Final Training Guide, at 3-11. )
9;_ %%1 F.Supp. 494 (W.D. Okla. 1992). The IRS has nonacquiesced. IRS Draft Training Guide,

at
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stantially similar to appraisers who were not owners since the
owner-officers had managerial responsibilities. By contrast, in
Lowen Corp. v. U.S.,%5 the court found that all workers engaged in
the business of selling real estate signs had substantially similar
positions even though some were salaried and had to file daily re-
ports while others were paid by commission and did not have to file
such reports.

Burden of proof

Under prior law, the IRS Final Training Guide stated that the
burden of proof was on the taxpayer to demonstrate that it had a
reasonable basis for treating a worker as an independent contrac-
tor.96 However, in light of the Congressional instruction in the leg-
islative history to construe section 530 liberally,%7 courts appeared
to be split as to how stringent a burden to apply.

In McClellan v. U.S.,28 the court held that section 530 requires
the “taxpayer to come forward with an explanation and enough evi-
dence to establish prima facie grounds for a finding of reasonable-
riess. . . . [TThis threshold burden is relatively low, and can be met

with any reasonable showing. Once the taxpayer has made this
prima facie showing, the burden then shifts to the IRS to verify or
refute the taxpayer’s explanation.” By contrast, in Boles Trucking,
Inc., v. U.S.,%° the court held that the burden is on the taxpayer
to show, based on a preponderance of the evidence, that it had a
reasonable basis for treating workers as independent contractors.

Reasons for Change

The Congress recognized that the IRS and taxpayers continue to
have disputes over the proper classification of workers, particularly
with respect to the application of section 530. Many of these dis-
putes involve small businesses without adequate resources to chal-
lenge the IRS position. Accordingly, the Congress believed it is ap-
propriate to make certain clarifications of and modifications to sec-
tion 530 which are designed to provide both the IRS and taxpayers
with clearer uniform standards. The Congress believed these clear-
er standards will reduce the number of disputes between the IRS
and taxpayers over the application of section 530 and will reduce
unnecessary and costly litigation. Further, in light of the unique
nature of the legislative history to section 530 which provides that
it should be construed liberally in favor of taxpayers, the Congress
believed that the burden of proof should generally be on the IRS
once the taxpayer establishes a prima facie case that it was reason-
able not to treat the worker as an employee and provided the tax-
pl?y(ﬁ'{ gully cooperates with reasonable requests for information by
the .

95785 F.Sui) . 913 (D. Kan. 1992).

96 IRS Final Training Guide, at 3-29.

97H. Rept. 95-1748 (95th Cong., 2d Sess., 5 (1978)). The conference agreement to the Revenue
ﬁct of 1978 adopted the provisions of the House bill and therefore incorporates this legislative

istory. ’ ) :

28900 F.Supp. 101 (E.D. Mich. 1995). See also REAG, Inc. V. U.S., 801 F.Supp. 494 (W.D.
Okla. 1992)a taxpayer need only show a substantial rational basis for its decision to treat the
workers as independent contractors). ) - .

9977 F.3d 236 (8th Cir. 1996). See also Springfield v. U.S., 873 F.Supp.1408 (8.D. Cal.
1994Xtaxpayer has the burden to show it satisfies the requirements of section 530).
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Explanation of Provision
The Small Business Act makes several clarifications of a\.ndkmc}/di-

fications to section 530.

Determination of employee status

Under the Small Business Act, a worker does not have to other-
wise be classified as an employee of the taxpayer in order for sec-
tion 530 to apply. The provision is intended to reverse the IRS posi-
tion, as stated in the IRS Final Training Guide, that there first
must be a determination that the worker is an employee under the
common-law standards before application of section 530.

Prior audit safe harbor

The Small Business Act modifies the prior audit safe harbor so
that taxpayers may not rely on an audit commencing after Decem-
ber 31, 1996, unless such audit included an examination for em-
ployment tax purposes of whether the worker involved (or any
worker holding a position substantially similar to the position held
by the worker involved) should be treated as an employee of the
taxpayer. The provision does not affect the ability of taxpayers to
rely on prior audits that commenced before January 1, 1997, even
though the audit was not related to employment tax matters, as
under prior law. '

The Small Business Act provides that an officer or employee of
the IRS must provide the taxpayer with written notice of the provi-
sions of section 530. This notice must be provided at (or before) the
commencement of an audit inquiry involving worker classification
issues. In many cases, the portion of an audit involving worker
classification issues will not arise until after the examination of the
taxpayer begins. In such cases, the notice need only be given at the
time the worker classification issue is first raised with the tax-
payer.100 :

Industry practice safe harbor

The Small Business Act makes a number of changes to the in-
dustry practice safe harbor. First, the Small Business Act provides
that a significant segment of the taxpayer’s industry under the in-
dustry practice safe harbor does not require a reasonable showing
of the practice of more than 25 percent of an industry (determined
without taking into account the taxpayer). The provision is in-
tended to be a safe harbor; a lower percentage may constitute a sig-
_ nificant segment of the taxpayer’s industry based on the particular

facts and circumstances. o - R

The Small Business Act also provides that an industry practice
need not have continued for more than 10 years in order for the
industry practice to be considered long standing. As with the sig-
nificant segment safe harbor, this provision is intended to be a safe
harbor; an industry practice in existence for a shorter period of

- 100The IRS has issued a publication describing the provisions of section 530 that will be used
by IRS examiners to satisfy this requirement. TR-96-44 (Oct. 30, 1996).
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time may be considered long standing based on the particular facts
and circumstances.

In addition, the Small Business Act clarifies that an industry
practice will not fail to be treated as long standing merely because
such practice began after 1978. Consequently, the provision clari-
fies that new industries can take advantage of section 530.

Definition of substantially similar position

The Small Business Act provides that, in determining whether a
worker holds a substantially similar position to another worker for
purposes of section 530, the relationship of the parties, including
the degree of supervision and control of the worker by the tax-
payer, must be one of the factors taken into account.

Change in worker status

The Small Business Act adopts the IRS position contained in
Rev. Proc. 85-18 that the fact that a taxpayer changes its treat-
ment of workers from independent contractor status to employee
status for employment tax purposes does not affect the applicability
of section 530 for prior periods.

Burden of proof

The Small Business Act modifies the burden of proof in section
530 cases by providing that if a taxpayer establishes a prima facie
case that it was reasonable not to treat a worker as an employee
for purposes of section 530,101 the burden of proof shifts to the IRS
with respect to such treatment.102 In order for the shift in burden
of proof to occur, the taxpayer must fully cooperate with reasonable
requests by the IRS for information relevant to the taxpayer’s
treatment of the worker as an independent contractor under sec-
tion 530. It is intended that a request by the IRS will not be treat-
ed as reasonable if complying with the request would (1) be imprac-
ticable given the particular circumstances and the relative costs in-
volved or (2) if the request does not relate to the particular basis
on which the taxpayer relied in establishing its reasonable basis.
The shift in the burden of proof does not apply for purposes of de-
termining whether the taxpayer had any other reasonable basis for
treating the worker as an independent contractor, but does apply
to all other aspects of section 530. So, for example, provided the
taxpayer establishes its prima facie case and fully cooperates with
the IRS’ reasonable requests, the burden of proof shifts to the IRS
with respect to all other aspects of section 530, including whether
the taxpayer had a reasonable basis for treating the worker as an
independent contractor under the judicial or administrative prece-
dent, prior audit, or long-standing industry practice safe harbors,
whether the taxpayer filed all Federal tax returns on a basis con-
sistent with treating the worker as an independent contractor, and
whether the taxpayer treated any worker holding a substantially

101 For example, the taxpayer must establish a prima facie case that it reasonably satisfies
the requirements of section 530 for not treating the worker as an employee, including the re-
quirements relating to reporting consistency and consistency among workers with substantially
similar positions, and the requirement that the taxpayer have a reasonable basis for not treat-
ing the worker as an employee.

102 The provision is generally intended to codify the holding in McClellan v. U.S., discussed
above, with respect to the burden of proof in section 530 cases. ‘
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similar position as an employee. No inference is intended with re-
spect to the application of the burden of proof in section 530 cases
prior to the effective date of this provision. :

Effective Date

The provisions generally apply to periods after December 31,
1996. The provision regarding the burden of proof applies to dis-
putes with respect to periods after December 31, 1996.

Revenue Effect

The provision relating to the definition of a substantially similar
position is estimated to have a negligible effect on Federal fiscal
year budget receipts. The provision providing that a taxpayer’s re-
classification of workers does not affect the applicability of section
530 for prior periods is estimated to reduce Federal fiscal year
budget receipts by less than $500,000 in each of the years 1996
through 2006. The remainder of the provisions are estimated to re-
duce Federal fiscal year budget receipts by less than $500,000 in
each of the years 1997 through 2001, and by $1 million in each of
the years 2002 through 2006. .

14. Employee housing for certain medical research institu-
tions (sec. 1123 of the Small Business Act and sec. 119(d)
of the Code)

Present and Prior Law

Under Code section 119(d), employees of an educational institu-
tion described in Code section 170(b)(1)(A)ii) do not have to include
in income the fair market value of campus housing as long as the
rent is at least five percent of the appraised value of the housing.
If the rent is less than the five-percent safe harbor, there is inclu-

“sion into income to the extent that the rent that was charged falls
short of the lesser of five percent of the appraised value or the ay-
erage of rents paid by individuals (other than employees or stu-
dents of the educational institution) for similar lodging provided by
the institution. R I E SR

. Reasons for Change

The Congress believed that it was appropriate to expand present-
law section 119(d) to apply to certain other educational institutions.

Explanation of Provision

The Small Business Act treats as educational institutions for
purposes of Code section 119(d) certain medical research institu-
tions (referred to as academic health centers) that have as one of
their principal purposes or functions the providing and teaching of
basic and clinical medical science and research with the entity’s
own faculty (regardless of the fact that the students may formally
matriculate at another educational institution). :

. The Small Business Act also treats as educational institutions for
purposes of Code section 119(d) certain entities (so-called univer-
sity systems) organized under State law and composed of public
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educational institutions described in Code section 170(b)}(1)(A)(ii).
The Congress intended that, for purposes of the present-law re-
quirement of Code section 119(d)(3)(A) that the employee housing
be provided on (or in the proximity of) a campus of the employer,
a campus of one of the component educational institutions of a uni-
versity system should be considered to be a campus of the univer-
sity system.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1995.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $1 million per year.

B. Extension of Certain Expiring Provisions

1. Work opportunity tax credit (sec. 1201 of the Small Busi-
ness Act and sec. 51 of the Code)

Prior Law
General rules o

Prior to January 1, 1995, the targeted jobs tax credit was avail-
able on an elective basis for employers hiring individuals from one
or more of nine targeted groups. The credit generally was equal to
40 percent of qualified first-year wages. Qualified first-year wages
consisted of wages attributable to service rendered by a member of
a targeted group during the one-year period beginning with the day
the individual began work for the employer. For a vocational reha-
bilitation referral, however, the period began the day the individual
began work for the employer on or after the beginning of the indi-
vidual’s vocational rehabilitation plan. :

No more than $6,000 of wages during the first year of employ-
ment were permitted to be taken into account with respect to any
individual. Thus, the maximum credit per individual was $2,400.

With respect to economically disadvantaged summer youth em-
ployees, the credit was equal to 40 percent of up to $3,000 of quali-
fied first-year wages, for a maximum credit of $1,200.

The deduction for wages was reduced by the amount of the cred-
it. -

Certification of members of targeted groups

In general, an individual was not treated as a member of a tar-
geted group unless certification that the individual was a member
of such a group was received or requested in writing by the em-
ployer from the designated local agency on or before the day on
which the individual began work for the employer. In the case of
a certification of an economically disadvantaged youth participating
in a cooperative education program, this requirement was satisfied
if the certification was requested or received from the participating
school on or before the day on which the individual began work for
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the employer. The “designated local agency” was the State employ-
ment security agency.
- If a certification was incorrect because it was based on false in-
formation provided as to the employee’s membership in a targeted
group, the certification was revoked. Wages paid after the revoca-
tion notice was received by the employer were not treated as quali-
fied wages. ‘ - e
The U.S. Employment Service, in consultation with the Internal
Revenue Service, was directed to take whatever steps necessary to
keep employers informed of the availability of the credit.

Targeted groups eligible for the credit

The nine groups eligible for the credit were either recipients of
payments under means-tested transfer programs, economically dis-
advantaged (as measured by family income), or disabled individ-
uals. .

(1) Vocational rehabilitation referrals” .

Vocational rehabilitation referrals were those individuals who
had a physical or mental disability that constituted a substantial
handicap to employment and who had been referred to the em-
ployer while receiving, or after completing, vocational rehabilitation
services under an individualized, written rehabilitation plan under
a State plan approved under the Rehabilitation Act of 1973, or
under a rehabilitation plan for veterans carried out under Chapter
31 of Title 38, U.S. Code. Certification was provided by the des-
ignated local employment agency upon assurances from the voca-
tiondal rehabilitation agency that the employee had met the above
conditions.

(2) Economically disadvantaged youths

Economically disadvantaged youths were individuals certified by
the designated local employment agency as (1) members of eco-
nomically disadvantaged families and (2) at least age 18 but not
age 23 on the date they were hired by the employer. An individual
was determined to be a member of an economically disadvantaged
family if, during the six months immediately preceding the earlier
of the month in which the determination occurred or the month in
which the hiring date occurred, the individual’s family income was,
on an annual basis, not more than 70 percent of the Bureau of
Labor Statistics’ lower living standard. A determination that an in-
dividual was a member of an economically disadvantaged family
was valid for 45 days from the date on which the determination
was made.

Except as otherwise noted below, a determination of whether an
individual was a member of an economically disadvantaged family
was made on the same basis and was subject to the same 45-day
limitation, where required in connection with the four other tar-
geted groups that excluded individuals who were not economically
disadvantaged.

(3) Economically disadvantaged Vietnam-era veterans

The third tar%eted group was Vietnam-era veterans certified by
the designated local employment agency as members of economi-
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cally disadvantaged families. For these purposes, a Vietnam-era
veteran was an individual who had served on active duty (other
than for training) in the Armed Forces for more than 180 days, or
who had been discharged or released from active duty in the
Armed Forces for a service-connected disability, but in either case,
the active duty must have taken place after August 4, 1964, and
before May 8, 1975. However, any individual who had served for
a period of more than 90 days during which the individual was on
active duty (other than for training) was not an eligible employee
if any of this active duty occurred during the 60-day period ending
on the date the individual was hired by the employer. This latter
rule was intended to prevent employers who hired current mem-
bers of the armed services (or those departed from service within
the last 60-days) from receiving the credit.

(4) SSI recipients

The fourth targeted group was individuals receiving either Sup-
plemental Security Income (“SSI”) under Title XVI of the Social Se-
curity Act or State supplements described in section 1616 of that
- Act or section 212 of P.L. 93-66. To be an eligible employee, the in-
dividual must have received SSI payments during at least a one-
month period ending during the 60-day period that ended on the
date the individual was hired by the employer. The designated
local agency was to issue the certification after a determination by
E‘hﬁ' 1?g((incy making the payments that these conditions had been
ulfilled.

(5) General assistance recipients

General assistance recipients were individuals who received gen-
eral assistance for a period of not less than 30 days if that period
ended within the 60-day period ending on the date the individual
was hired by the employer. General assistance programs were
State and local programs that provided individuals with money
payments, vouchers, or scrip based on need. These programs were
referred to by a wide variety of names, including home relief, poor
relief, temporary relief, and direct relief. Because of the wide vari-
ety of such programs, Congress provided that a recipient was an
eligible employee only after the program had been designated by
the Secretary of the Treasury as a program that provided money
payments, vouchers, or scrip to needy individuals. Certification was
performed by the designated local agency.

(6) Economically disadvantaged former convicts

The sixth targeted group included any individual who was cer-
tified by the designated local employment agency as (1) having at
some time been convicted of a felony under State or Federal law,
(2) being a member of an economically disadvantaged family, and
(8) having been hired within five years of the later of release from
prison or date of conviction.

(7) Economically disadvantaged cooperative education stu-
dents

The seventh targeted group was youths who (a) actively partici-
pated in qualified cooperative education programs, (b) had attained
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age 16 but had not attained age 20, (c) had not graduated from
high school or vocational school, and (d) were members of economi-
cally disadvantaged families. The definitions of a qualified coopera-
tive education program and a qualified school were similar to those
used in the Vocational Education Act of 1963. Thus, a qualified co-
‘operative education program meant a program of vocational edu-
cation for individuals who, through written cooperative arrange-
ments between a qualified school and one or more employers, re-
ceived instruction, including required academic instruction, by al-
ternation of study in school with a job in any occupational field, but
only if these two experiences were planned and supervised by the
school and the employer so that each experience contributed to the
student’s education and employability. :

For this purpose, a qualified school was (1) a specialized high
school used exclusively or principally for the provision of vocational
education to individuals who were available for study in prepara-
tion for entering the labor market, (2) the department of a high
school used exclusively or principally for providing vocational edu-
cation to individuals who were available for study in preparation
for entering the labor market, or (3) a technical or vocational school
used exclusively or principally for the provision of vocational edu-
cation to individuals who had completed or left high school and
who were available for study in preparation for entering the labor
market. In order for a nonpublic school to be a qualified school, it
must have been exempt from income tax under section 501(a) of
the Code.

The certification was performed by the school participating in the
cooperative education program. After initial certification, an indi-
vidual remained a member of the targeted group only while meet-
ing the program participation, age, and degree status requirements
of (a), (b), and (c), above.

(8) AFDC recipients

The eighth targeted group included any individual who was cer-
tified by the designated local employment agency as being eligible
for Aid to Families with Dependent Children (“AFDC”) and as hav-

ing continually received such aid during the 90 days before being
hired by the employer.

(9) Economically disadvantaged summer youth employees

The ninth targeted group included youths who performed serv-
ices during any 90-day period between May 1 and September 15 of
a given year and who were certified by the designated local agency
as (1) being 16 or 17 years of age on the hiring date and (2) a mem-
ber of an economically disadvantaged family. A youth must not
have been an employee of the employer prior to that 90-day period.
With respect to any particular employer, an employee could quatify
only one time for this summer youth credit. If, after the end of the
90-day period, the employer continued to employ a youth who was
certified during the 90-day period as a member of another targeted
group, the limit on qualified first-year wages took into account
wages paid to the youth while a qualified summer youth employee.
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Definition of wages

In general, wages eligible for the credit were defined by reference
to the definition of wages under the Federal Unemployment Tax
Act (“FUTA”) in section 3306(b) of the Code, except that the dollar
limits did not apply. Because wages paid te economically disadvan-
taged cooperative education students and to certain agricultural
and railroad employees were not FUTA wages, special rules were
provided for these wages.

Wages were taken into account for purposes of the credit only if
more than one-half of the wages paid during the taxable year to an
employee were for services in the employer’s trade or business. The
test as to whether more than one-half of an employee’s wages were
for services in a trade or business was applied to each separate em-
ployer without treatmg related employers as a single employer.

Other rules

In order to prevent taxpayers from eliminating all tax liability by
reason of the credit, the amount of the credit could not exceed 90
percent of the taxpayer’s income tax liability. Furthermore, the
credit was allowed only after certain other nonrefundable credits
had been taken. If, after applying these other credits, 90 percent
of an employer’s remaining tax liability for the year was less than
the targeted jobs tax credit, the excess credit could be carried back
three years and carried forward 15 years.

All employees of all corporations that were members of a con-
trolled group of corporations were to be treated as if they were em-
ployees of the same corporation for purposes of determining the
years of employment of any employee and wages for any employee
up to $6,000. Generally, under the controlled group rules, the cred-
it allowed the group was the same as if the group were a single
company. A comparable rule was provided in the case of partner-
ships, sole proprietorships, and other trades or businesses (whether
or not incorporated) that were under common control, so that all
employees of such organizations generally were to be treated as if
they were employed by a single person. The amount of targeted
jobs tax credit allowable to each member of the controlled group
was its proportionate share of the wages giving rise to the credit.

No credit was available for the hiring of certain related individ-
uals (primarily dependents of the taxpayer or in the case of a tax-
payer that is a corporation, the owners of that corporation). The
credit was also not available for wages paid to an individual who
was employed by the employer at any time during which the indi-
vidual was not a certified member of a targeted group.

No credit was available for wages paid by an employer to an indi-
vidual for services that were the same as, or substantially similar
to, those services performed by employees participating in, or af-
fected by, a strike or lockout during the period of such strike or
lockout. This rule applied to wages paid to individuals whose prin-
cipal place of employment was a plant or facility where there was
a strike or lockout.

No credit was allowed for wages paid unless the ehglble individ-

ual was either (1) employed by the employer for at least 90 days
(14 days in the case of economically disadvantaged summer youth
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employees) or (2) had completed at least 120 hours (20 hours for
summer youth) of services performed for the employer.
Reasons for Change

While the prior-law targeted jobs tax credit was the subject of
some criticism, the Congress believed that a tax credit.mechanism
can provide an important incentive for employers to undertake the
expense of providing jobs and training to economically disadvan-
taged individuals, many of whom are underskilled and/or under-
educated. The Small Business Job Protection Act (“The Small Busi-
ness Act”) creates a new program whose design will focus on indi-
viduals with poor workplace attachments, streamline administra-
tive burdens, promote longer-term employment, and thereby reduce
costs relative to the prior-law program. The Congress intends that
this short-term program will provide the Congress and the Treas-

ury and Labor Departments an opportunity to assess fully the op-
eration and effectiveness of the new credit as a hiring incentive.

Explanation of Prov‘isio"n’ ;
General rules ‘

The Small Business Act replaces the targeted jobs tax credit with
the “work opportunity tax credit.” The work opportunity tax credit
is available on an elective basis for employers hiring individuals
from one or more of seven targeted groups. The credit generally is
equal to 35 percent of qualified wages. Qualified wages consist of
wages attributable to service rendered by a member of a targeted
group during the one-year period beginning with the day the indi-
vidual begins work for the employer. For a vocational rehabilitation
referral, however, the period will begin on the day the individual
begins work for the employer on or after the beginning of the indi-
vidual’s vocational rehabilitation plan as under prior law. ‘

Generally, no more than $6,000 of wages during the first year of
employment is permitted to be taken into account with respect to
any individual. Thus, the maximum credit per individual is $2,100.
With respect to qualified summer youth employees, the maximum
credit is 35 percent of up to $3,000 of qualified first-year wages, for
a maximum credit of $1,050. - \ e

The deduction for wages is reduced by the amount of the credit.

Certification of members of targeted groups

In general, an individual is not be treated as a member of a tar-
geted group unless: (1) on or before the day the individual begins
work for the employer, the employer received in writing a certifi-
cation from the designated local agency that the individual is a
member of a specific targeted group, or (2) on or before the day the
individual is offered work with the employer, a pre-screening notice
is completed with respect to that individual by the employer and
within 21 days after the individual begins work for the employer,
the employer submits such notice, signed by the employer and the
individual under penalties of perjury, to the designated local agen-
cy as part of a written request for certification. The pre-screening
notice will contain the information provided to the employer by the
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individual that forms the basis of the employer’s belief that the in-
dividual is a member of a targeted group.

If a certification is incorrect because it is based on false informa-
tion provided as to the individual’'s membership in a targeted
. group, the certification will be revoked. No credit will be allowed
on wages paid after receipt by the employer of the revocation no-
tice.

If a designated local agency rejects a certification request it will
have to provide a written explanation of the basis of the rejection.

Targeted groups eligible for the credit

(1) Families receiving AFDC

An eligible recipient is an individual certified by the designated
local employment agency as being a member of a family eligible to
receive benefits under AFDC or its successor program for a period
of at least nine months part of which is during the 9-month period
ending on the hiring date. For these purposes, members of the fam-
ily are defined to include only those individuals taken into account
for purposes of determining eligibility for the AFDC or its successor
program.

(2) Qualified ex-felon

A qualified ex-felon is an individual certified as: (1) having been
~ convicted of a felony under any State or Federal law, (2) being a
member of a family that had an income during the six months be-
fore the earlier of the date of determination or the hiring date

 which on an annual basis is 70 percent or less of the Bureau of

Labor Statistics lower living standard, and (3) having a hiring date
within one year of release from prison or date of conviction.

(3) High-risk-youth

A high-risk youth is an individual certified as being at least 18
but not 25 on the hiring date and as having a principal place of
abode within an empowerment zone or enterprise community (as
defined under Subchapter U of the Internal Revenue Code). Quali-
fied wages will not include wages paid or incurred for services per-
formed after the individual moves outside an empowerment zone or
enterprise community.

(4) Vocational rehabilitation referral

Vocational rehabilitation referrals are those individuals who
have a physical or mental disability that constitutes a substantial
handicap to employment and who have been referred to the em-
ployer while receiving, or after completing, vocational rehabilitation
services under an individualized, written rehabilitation plan under
a State plan approved under the Rehabilitation Act of 1973 or
under a rehabilitation plan for veterans carried out under Chapter
31 of Title 38, U.S. Code. Certification will be provided by the des-
ignated local employment agency upon assurances from the voca-
tional rehabilitation agency that the employee has met the above
conditions. -
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(5) Qualified summer youth employee

Qualified summer youth employees are individuals: (1) who per-
form services during any 90-day period between May 1 and Sep-
tember 15, (2) who are certified by the designated local agency as
being 16 or 17 years of age on the hiring date, (3) who have not
been an employee of that employer before, and (4) who are certified
by the designated local agency as having a principal place of abode
within an empowerment zone or enterprise community (as defined
under Subchapter U of the Internal Revenue Code). As with high-
risk youths, no credit is available on wages paid or incurred for
service performed after the qualified summer youth moves outside
of an empowerment zone or enterprise community. If, after the end
of the 90-day period, the employer continues to employ a youth who
was certified during the 90-day period as a member of another tar-
geted group, the limit on qualified first-year wages will take into
account wages paid to the youth while a qualified summer youth
employee. ' S

(6) Qualified Veteran

A qualified veteran is a veteran who is a member of a family cer-
tified as receiving assistance under: (1) AFDC for a period of at
least nine months part of which is during the 12-month period end-
ing on the hiring date, or (2) a food stamp program under the Food
Stamp Act of 1977 for a period of at least three months part of
which is during the 12-month period ending on the hiring date. For
these purposes, members of a family are defined to include only
those individuals taken into account for purposes of determining
eligibility for: (i) the AFDC or its successor program, and (ii) a food
stamp program under the Food Stamp Act of 1977, respectively. -

Further, a qualified veteran is an individual who has served on
active duty (other than for training) in the Armed Forces for more
than 180 days or who has been discharged or released from active
duty in the Armed Forces for a service-connected disability. How-

“ever, any individual who has served for a period of more than 90
days during which the individual was on active duty (other than
for training) is not an eligible employee if any of this active duty
occurred during the 60-day period ending on the date the individ-
ual was hired by the employer. This latter rule is intended to pre-
vent employers who hire current members of the armed services (or
those departed from service within the last 60 days) from receiving
the credit. '

(7) Families receiving Food Stamps

An eligible recipient is an individual aged 18 but not 25 certified
by a designated local employment agency as being a member of a
family receiving assistance under a food stamp program under the
Food Stamp Act of 1977 for a period of at least six months ending
on the hiring date. In the case of families that cease to be eligible
for food stamps under section 6(o) of the Food Stamp Act of 1977,
the six-month requirement is replaced with a requirement that the
family has been receiving food stamps for at least three of the five
months ending on the date of hire. For these purposes, members
of the family are defined to include only those individuals taken
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into account for purposes of determining eligibility for a food stamp
program under the Food Stamp Act of 1977.

Definition of wages and other rules

- In general, wages eligible for the credit are defined by reference
to the definition of wages under the Federal Unemployment Tax
Act (“FUTA”) in section 3306(b) of the Code, except that the dollar
limits do not apply.

Wages are taken into account for purposes of the credit only if
more than one-half of the wages paid during the taxable year to an
employee are for services in the employer’s trade or business. The
test as to whether more than one-half of an employee’s wages are
for services in a trade or business are applied to each separate em-
ployer without treating related employers as a single employer.

In order to prevent taxpayers from eliminating all tax liability by
reason of the credit, the amount of the credit may not exceed 90
percent of the taxpayer’s income tax liability. Furthermore, the
credit is allowed only after certain other nonrefundable credits had
been taken. If, after applying these other credits, 90 percent of an
employer’s remaining tax liability for the year is less than the tar-
geted jobs tax credit, the excess credit can be carried back three
years and carried forward 15 years.

All employees of all corporations that are members of a con-
trolled group of corporations are treated as if they were employees
of the same corporation for purposes of determining the years of
employment of any employee and wages for any employee up to
$6,000. Generally, under the controlled group rules, the credit al-
lowed the group is the same as if the group were a single company.
A comparable rule is provided in the case of partnerships, sole pro-
prietorships, and other trades or businesses (whether or not incor-
porated) that are under common control, so that all employees of
such organizations generally are treated as if they was employed
by a single person. The amount of the credit allowable to each
member of the controlled group is its proportionate share of the
wages giving rise to the credit.

No credit is available for the hiring of certain related individuals
(primarily dependents of the taxpayer or in the case of a taxpayer
that is a corporation, the owners of that corporation). The credit is
also not available for wages paid to an individual who is employed
by the employer at any time during which the individual is not a
certified member of a targeted group.

No credit is available E)r wages paid by an employer to an indi-
vidual for services that are the same as, or substantially similar to,
those services performed by employees participating in, or affected
by, a strike or lockout during the period of such strike or lockout.
This rule applies to wages paid to individuals whose principal place
of employment is a plant or facility where there is a strike or lock-
out.

Minimum employment period

No credit is allowed for wages paid unless the eligible individual
is employed by the employer for at least 180 days (20 days in the
case of a qualified summer dyouth employee) or 400 hours (120
hours in the case of a qualified summer youth employee).
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Effective Date

The credit is effective for wages paid or incurred to a qualified
individual who begins work for an employer after Sept. 30, 1996,
and before Oct. 1, 1997.

i Revenue Effect

The provision is estimated to decrease fiscal year Federal budget
receipts by $116 million in 1997, $141 million in 1998, $82 million
in 1999, $32 million in 2000, $12 million in 2001, and $2 million
in 2002.

2. Employer-provided educational assistance (sec. 1202 of
the Small Business Act and sec. 127 of the Code)

Prior Law

For taxable years beginning before January 1, 1995, an employ-
ee’s gross income and wages did not include amounts paid or in-
curred by the employer for educational assistance provided to the
employee if such amounts were paid or incurred pursuant to an
educational assistance program that met certain requirements.
This exclusion, which expired for taxable years beginning after De-
cember 31, 1994, was limited to $5,250 of educational assistance
with respect to an individual during a calendar year. The exclusion
applied whether or not the education was job related. Under
present and prior law, in the absence of this exclusion, educational
assistance is excludable from income only if it is related to the em-
ployee’s current job.

- Reasons for Change

The exclusion for employer-provided educational assistance was
first established on a temporary basis by the Revenue Act of 1978
(through 1983). It subsequently was extended, again on a tem-
porary basis, by Public Law 98-611 (through 1985), by the Tax Re-
. form Act of 1986 (through 1987), by the Technical and Miscellane-
ous Revenue Act of 1988 (through 1988), by the Omnibus Budget
Reconciliation Act of 1989 (through September 30, 1990), by the
Omnibus Budget Reconciliation Act of 1990 (through 1991), by the
Tax Extension Act of 1991 (through June 30, 1992), and by the
Omnibus Budget Reconciliation Act of 1993 (through December 31,
1994). Public Law 98-611 adopted a $5,000 annual limit on the ex-
clusion; this limit was subsequently raised to $5,250 in the Tax Re-
form Act of 1986. The Technical and Miscellaneous Revenue Act of
1988 made the exclusion inapplicable to graduate-level courses.
The restriction on graduate-level courses was repealed by the Om-
nibus Budget Reconciliation Act of 1990, effective for taxable years
beginning after December 31, 1990.

The Congress believed that the exclusion for employer-provided
educational assistance should be extended because it provides
needed assistance to workers and aids U.S. competitiveness by en-
couraging a better-educated work force. The need to balance the
Federal budget necessitates some modification to the exclusion, as
well as limiting the exclusion (as other expiring tax provisions) to
a temporary extension.
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Explanation of Provision

The Small Business Act extends the exclusion for employer-pro-
vided educational assistance for taxable years beginning after De-
cember 31, 1994, and before June 1, 1997. In the case of taxable
years beginning in 1997, the Small Business Act provides that the
exclusion expires with respect to courses beginning after June 30,
1997. The Statement of Managers indicates the intent of the Con-
gress that the exclusion expire with respect to courses beginning
after May 31, 1997.103 The exclusion does not apply to graduate
level courses beginning after June 30, 1996. Thus, tﬁe exclusion ap-
plies to graduate courses in 1995, and in 1996 with respect to
courses beginning before July 1, 1996. Graduate courses are de-
fined as any graduate level course of a kind normally taken by an
individual pursuing a pro leading to a law, business, market-
ing or other advanced academic or professional degree.

To the extent employers have previously filed Forms W-2 report-
ing the amount of educational assistance provided as taxable
wages, present Treasury regulations would require the employer to
file Forms W-2¢ (i.e., corrected Forms W-2) with the Internal Reve-
nue Service.1%4 It is intended that employers would also be re-
quired to provide copies of Form W-2c to affected employees.

The Secretary is directed to establish expedited procedures for
the refund of any overpayment of taxes paid on excludable edu-
cational assistance provided in 1995 and 1996, including proce-
dures for waiving the requirement that an employer obtain an em-
ployee’s signature if the employer demonstrates to the satisfaction
of the Secretary that any refund collected by the employer on be-
half of the employee will be paid to the employee.105

Because the exclusion is extended, no interest and penalties
should be imposed if an employer failed to withhold income and
employment taxes on excludable educational assistance or failed to
report such educational assistance. Further, it is intended that the
Secretary establish expedited procedures for refunding any interest
and penalties relating to educational assistance previously paid.

Effective Date

The provision is effective with respect to taxable years beginning
after December 31, 1994, and before June 1, 1997, with respect to
courses beginning before June 1, 1997,106 and the restriction of the
exclusion to undergraduate education is effective for courses begin-
ning after June 30, 1996. As long as the courses begin before the
applicable date, the exclusion applies even if the employer pays for
the courses (or reimburses the employee) after such date.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $68 million in 1996, $934 million in 1997, and $103 mil-
lion in 1998.

103 A technical correction may be necessary so that the statute reflects this intent.

104 Treasury regulation section 31.6051-1(c).

105 See IRS News Release, IR-96-36 (August 23, 1996).

‘106 See discussion of statutory expiration date in “Explanation of Provision” and in footnote
108.
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3. Permanent extension of FUTA exemption for alien agri-
cultural workers (sec. 1203 of the Small Business Act
and sec. 3306 of the Code)

Prior Law

Generally, the Federal Unemployment Tax (“FUTA”) is imposed
on farm operators who (1) employ 10 or more agricultural workers
for some portion of each of 20 different days, each day being in a
different calendar week or (2) have a quarterly payroll for agricul-
tural services of at least $20,000. An exclusion from FUTA was
provided, however, for labor performed by an alien admitted to the
United States to perform agricultural labor under section 214(c)
and 101(a)}(15)(H) of the Immigration and Nationality Act. This ex-
clusion was effective for labor performed before January 1, 1995.

... Reasons for Change

. The Congress believed that the FUTA exemption is appropriate
in light of the ineligibility of those workers for FUTA benefits. Fur-
ther, a permanent extension will provide certainty to taxpayers,
ease tax administration, and obviate the need for further short-
term extensions.

Explanation of Provision

The Small Business Act permanently extends the FUTAkéxemp-
tion for alien agricultural workers., ; o

~ Effective Date

The provision is effective for labor performed on or after January
1, 1995.

Revenue Effect ’
The provision is estimated to decrease fiscal year Federal budget
;ef;ceipts by $5 million in 1996 and $3 million in every year there-
ter.

4. Research and experimentation tax credit (sec. 1204 of the
Small Business Act and sec. 41 of the Code)

‘ ' Prior Law
General rule

Prior to July 1, 1995, section 41 of the Internal Revenue Code
provided for a research tax credit equal to 20 percent of the
amount by which a taxpayer’s qualified research expenditures for
a taxable year exceeded its base amount for that year. The re-
search tax credit expired and did not apply to amounts paid or in-
curred after June 30, 1995.

A 20-percent research tax credit also applied to the excess of (1)
100 percent of corporate cash expenditures (including grants or
contributions) paid for basic research. conducted by universities
(and certain nonprofit scientific research organizations) over (2) the
sum of (a) the greater of two minimum basic research floors plus
(b) an amount reflecting any decrease in nonresearch giving to uni-
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versities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit
computation is commonly referred to as the “university basic re-
search credit” (see sec. 41(e)).

Computation of allowable credit

Except for certain university basic research payments made by
corporations, the research tax credit applies only to the extent that
the taxpayer’s qualified research expenditures for the current tax-
able year exceed its base amount. The base amount for the current
gear generally is computed by multiplying the taxpayer’s “fixed-

ase percentage” by the average amount of the taxpayer’s gross re-
ceipts for the four preceding years. If a taxpayer both incurred
qualified research expenditures and had gross receipts during each
of at least three years from 1984 through 1988, then its “fixed-base
percentage” is the ratio that its total qualified research expendi-
tures for the 1984-1988 period bears to its total gross receipts for
that period (subject to a maximum ratio of .16). All other taxpayers
(so-called “start-up firms”) are assigned a fixed-base percentage of
3 percent.107 .

In computing the credit, a taxpayer’s base amount may not be
less than 50 percent of its current-year qualified research expendi-
tures. :

To prevent artificial increases in research expenditures by shift-
ing expenditures among commonly controlled or otherwise related
entities, research expenditures and gross receipts of the taxpayer
are aggregated with research expenditures and gross receipts of
certain related persons for purposes of computing any allowable
credit (sec. 41(f)(1)). Special rules apply for computing the credit
when a major portion of a business changes hands, under which
qualified research expenditures and gross receipts for periods prior
to the change or ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those ex-
penditures and receipts for purposes of recomputing a taxpayer’s
fixed-base percentage (sec. 41(f)(3)).

Eligible expenditures

Qualified research expenditures eligible for the research tax cred-
it consist of: (1) “in-house” expenses of the taxpayer for wages and
supplies attributable to qualified research; (2) certain time-sharing
costs for computer use in qualified research; and (3) 65 percent of
amounts paid by the taxpayer for qualified research conducted on
the taxpayer’s behalf (so-called “contract research expenses”).

To be eligible for the credit, the research must not only satisfy
the requirements of present-law section 174 (described below) but

107The Omnibus Budget Reconciliation Act of 1993 included a special rule designed to gradu-
ally recompute a start-up firm’s fixed-base percentage based on its actual research experience.
Under this special rule, a start-up firm (i.e., any ayer that did not have gross receipts in
at least three years during the 1984-1988 period) will be assigned a fixed-base percentage of
3 percent for each of its first five taxable years after 1993 in which it incurs qualified research
expenditures. In the event that the research credit is extended beyond the scheduled expiration
date, a start-up firm’s fixed-base percentage for its sixth through tenth taxable years after 1993
in which it incurs qualified research expenditures will be a phased-in ratio based on its actual
research experience. For all subsequent taxable years, the taxpayer's fixed-base percentage will
be its actual ratio of qualified research expenditures to gross receipts for any five gears selected
by the taxpayer from its fifth through tenth taxable years after 1993 (sec. 41(c)X8)(B)).
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must be undertaken for the purpose of discovering information that
is technological in nature, the application of which is intended to
be useful in the development of a new or improved business compo-
nent of the taxpayer, and must pertain to functional aspects, per-
formance, reliability, or quality of a business component. Research
does not qualify for the credit if substantially all of the activities
relate to style, taste, cosmetic, or seasonal design factors (sec.
41(dX3)). In addition, research does not qualify for the credit if con-
ducted after the beginning of commercial production of the business
component, if related to the adaptation of an existing business com-
ponent to a particular customer’s requirements, if related to the
duplication of an existing business component from a physical ex-
amination of the component itself or certain other information, or
if related to certain efficiency surveys, market research or develop-
ment, or routine quality control (sec. 41(d)(4)). N '

Expenditures attributable to research that is conducted outside
the United States do not enter into the credit computation. In addi-
tion, the credit is not available for research in the social sciences,
arts, or humanities, nor is it available for research to the extent
funded by any grant, contract, or otherwise by another person (or
governmental entity).

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the
amount of certain research or experimental expenditures incurred
in connection with a trade or business, notwithstanding the general
rule that business expenses to develop or create an asset that has
a useful life extending beyond the current year must be capitalized.
However, deductions allowed to a taxpayer under section 174 (or
any other section) are reduced by an amount equal to 100 percent
of the taxpayer’s research tax credit determined for the taxable
year. Taxpayers may alternatively elect to claim a reduced research
tax credit amount under section 41 in lieu of reducing deductions
otherwise allowed (sec. 280C(c)(3)).

Reasons for C‘hange‘

Businesses may not find it profitable to invest in some research
activities because of the difficulty in capturing the full benefits
from the research. Costly technological advances made by one firm
are often cheaply copied by its competitors. A research tax credit
can help promote investment in research, so that research activi-
ties undertaken approach the optimal level for the overall economy.
Therefore, the Congress believed that, in order to encourage re-
search activities, it is appropriate to reinstate the research tax
credit and to modify certain rules for computing the credit.

Explanation of Provision

The Small Business Act extends the research tax credit (includ-
ing the university basic research credit) for 11 months—i.e., for the
period July 1, 1996, through May 31, 1997 (with a special rule for
taxpayers who elect the alternative incremental research credit re-
gime, as described below).
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The Small Business Act also expands the definition of “start-up
firms” under section 41(c)3)B)(I) to include any firm if the first
taxable year in which such firm had both gross receipts and quali-
fied research expenses began after 1983.108

In addition, the Small Business Act allows taxpayers to elect an
alternative incremental research credit regime. If a taxpayer elects
to be subject to this alternative regime, the taxpayer is assigned a
three-tiered fixed-base percentage (that is lower than the fixed-base
percentage otherwise applicable under present law) and the credit
rate likewise is reduced. Under the alternative credit regime, a
credit rate of 1.65 percent applies to the extent that a taxpayer’s
current-year research expenses exceed a base amount computed by
using a fixed-base percentage of 1 percent (i.e., the base amount
equals 1 percent of the taxpayer’s average gross receipts for the
four preceding years) but do not exceed a base amount computed
by using a fixed-base percentage of 1.5 percent. A credit rate of 2.2
percent applies to the extent that a taxpayer's current-year re-
search expenses exceed a base amount computed by using a fixed-
base percentage of 1.5 percent but do not exceed a base amount
computed by using a fixed-base percentage of 2 percent. A credit
rate of 2.75 percent applies to the extent that a taxpayer’s current-
year research expenses exceed a base amount computed by using
a fixed-base percentage of 2 percent. An election to be subject to
this alternative incremental credit regime may be made only for a
taxpayer’s first taxable year beginning after June 30, 1996, and be-
fore July 1, 1997, and such an election applies to that taxable year
and all subsequent years (in the event that the credit subsequently
is extended by Congress) unless revoked with the consent of the
Secretary of the Treasury. If a taxpayer elects the alternative in-
cremental research credit regime for its first taxable year begin-
ning after June 30, 1996, and before July 1, 1997, then all qualified
research expenses paid or incurred during the first 11 months of
such taxable year are treated as qualified research expenses for
purposes of computing the taxpayer’s credit.109

The Small Business Act also provides for a special rule for pay-
ments made to certain nonprofit research consortia. Under this
special rule, 75 percent of amounts paid to a research consortium
for qualified research is treated as qualified research expenses eli-
gible for the research credit (rather than 65 percent under the
present-law section 41(b)3) rule governing contract research ex-
penses) if (1) such research consortium is a tax-exempt organiza-
tion that is described in section 501(c)}3) (other than a private
foundation) or section 501(c)6) and is organized and operated pri-
marily to conduct scientific research, and (2) such qualified re-

103]n applying the start-up firm rules, the test is whether a taxpayer, in fact, both incurred
research expenses (which under the present-law rules would be qualified research expenses) and
?adthgross receipts in a particular year, not whether the taxpayer claimed a research tax credit

or that year.

109]n the event that the research tax credit is not subsequently extended by Congress, a tech-
nical correction to the Small Business Act will be needed to carzg out congressional intent un-
derlying the Act’s 11-month extension of the research tax credit. geciﬁcally, a technical correc-
tion is needed so that, if a taxpayer claims the regular credit with respect to any qualified re-
search expenses paid or incurred on or after July 1, 1996, and the taxpayer later switches over
to the alternative incremental credit regime, then such a taxpayer may treat (under the Small
Business Act) no more than 11 total month’s worth of expenses as qualified research expenses
for purposes of computing credit amounts under both the regular and alternative credit regimes.
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search is conducted by the consortium on behalf of the taxpayer
and one or more persons not related to the taxpayer.

Effective Date

Extension of the research tax credit is effective for expenditures
paid or incurred during the period July 1, 1996, through May 31,
1997 (with a special rule for taxpayers who elect the alternative in-
cremental research credit regime). The modification to the defini-
tion of “start-up firms” is effective for taxable years ending after
June 30, 1996. Taxpayers may elect the alternative research credit
regime (with lower fixed-base percentages and lower credit rates)
for taxable years beginning after June 30, 1996, and before July 1,
1997, and the credit is available with respect to all qualified re-
search expenses incurred during the first 11 months of such tax-
able year. The rule that treats 75 percent of 'quahﬁed research con-
sortium payments as qualified research expenses is effective for
taxable years beginning after June 30, 1996.

In addition, the Small Business Act provides that research credit
amounts earned under the Act may not be taken into account in
computing estimated tax payments required to be paid for a tax-
able year beginning in 1997.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $101 million in 1996, $331 million in 1997, $872 million
in 1998, $208 million in 1999, $148 million in 2000, $77 million in
2001, and $17 million in 2002.

5. Orphan drug tax credit (sec 1205 of the Small Busmess
Act and secs. 28 and 39 and new sec. 45C of the Code)

- Prior Law

Prior to January 1, 1995, a 50-percent nonrefundable tax credit
was allowed for qualified clinical testing expenses incurred in test-
ing of certain drugs for rare diseases or conditions, generally re-
ferred to as “orphan drugs.” Qualified testing expenses are costs in-
curred to test an orphan drug after the drug has been approved for
human testing by the Food and Drug Administration (“FDA”) but
before the drug has been approved for sale by the FDA. A rare dis-
ease or condition is defined as one that (1) affects less than 200,000
persons in the United States, or (2) affects more than 200,000 per-
sons, but for which there is no reasonable expectation that busi-
nesses could recoup the costs of developing a drug for such disease
or condition from U.S. sales of the drug. These rare diseases and
conditions include Huntington’s disease, myoclonus, ALS (Lou
Gehrig’s disease), Tourette’s syndrome, and Duchenne’s dystrophy
(a form of muscular dystrophy).

Under prior law, the orphan drug tax credit could be claimed by
a taxpayer only to the extent that its regular tax liability for the
year the credit was earned exceeded its tentative minimum tax for
that year, after regular tax was reduced by nonrefundable personal
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credits and the foreign tax credit.11® Unused credits could not be
carried back or carried forward to reduce taxes in other years.
The orphan drug tax credit expired after December 31, 1994.

Reasons for Change

The Congress believed that it is appropriate to reinstate the or-
phan drug tax credit.

Explanation of Provision

The Small Business Act extends the orphan drug tax credit for
11 months—i.e., for the;lperiod July 1, 1996, through May 31, 1997.

In addition, the Small Business Act allows taxpayers to carry
back unused credits to three years preceding the year the credit is
earned and to carry forward unused credits to 15 years following
the year the credit is earned. .

Effective Date

- The provision applies to qualified clinical testing expenses paid
or incurred during the period July 1, 1996, through May 31, 1997.
The provision allowing for the carry back and carry forward of un-
used credits is effective for taxable years ending after June 30,
1996. No portion of the unused business credit that is attributable
to the orphan drug credit may be carried back under section 39 to
a taxable year ending before July 1, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $6 million in 1996, $16 million in 1997, $1 million in
each year from 1998 through 2001, and less than $500,000 in each
year from 2002 through 2006.

6. Contributions of stock to private foundations (sec. 1206 of
the Small Business Act and sec. 170(e)(5) of the Code)

__Presént and Prior Law

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization.11l However, in the
case of a charitable contribution of short-term gain, inventory, or
other ordinary income property, the amount of the deduction gen-
erally is limited to the taxpayer’s basis in the property. In the case
of a charitable contribution of tangible personal property, the de-
duction is limited to the taxpayer’s basis in such property if the use
by the recipient charitable organization is unrelated to the organi-
zation’s tax-exempt purpose.l12

110To the extent that the orphan drug tax credit could not be used by reason of the minimum
tax limitation, the taxpayer’s minimum tax credit was increased (sec. 53(dX1)(B)(iii)).

111 The amount of the deduction allowable for a taxable year with res to a charitable con-
tribution may be reduced depending on the type of property contributed, the type of charitable
orgdaniza(ti)o)n to which the property is contributed, and the income of the taxpayer (secs. 170(b)
and 170(e)).

112 As part of the Omnibus Budget Reconciliation Act of 1993, Congress eliminated the treat-
ment of contributions of appreciated property (real, personal, and intangible) as a tax preference
for alternative minimum tax (AMT) purposes. Thus, if a taxpayer makes a gift to charity of



109

In cases involving contributions to a private foundation (other
than certain private operating foundatiens), the amount of the de-
duction is limited to the taxpayer’s basis in the property. However,
under a special rule contained in section 170(e)(5), taxpayers were
allowed a deduction equal to the fair market value of “qualified ap-
preciated stock” contributed to a private foundation prior to Janu-
ary 1, 1995. Qualified appreciated stock was defined as publicly
traded stock which is capital gain property. The fair-market-value
deduction for qualified appreciated stock dlcr)nations applied only to
the extent that total donations made by the donor to private foun-
dations of stock in a particular corporation did not exceed 10 per-
cent of the outstanding stock of that corporation. For this purpose,
an individual was treated as making all contributions that were
made by any member of the individual’s family. This special rule
contained in section 170(e)(5) expired after December 31, 1994,

Reasons for Change

The Congress believed that, to encourage donations to charitable
private foundations, it is appropriate to reinstate the special rule
that allowed a fair-market-value deduction for certain gifts of ap-
preciated stock to private foundations.

Explanation of Provision

The Small Business Act extends the special rule contained in sec-
tion 170(e)(5) for 11 months—for contributions of qualified appre-
ciated stock made to private foundations during the period July 1,
1996, through May 31, 1997.113 o

Effective Date

The provision is effective for contributions of qualified appre-
ciated stock to private foundations made during the period July 1,
1996, through May 31, 1997. ‘

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $14 million in 1996, $104 million in 1997, $10 million
in 1998, and $4 million in 1999.

7. Tax credit for producing fuel from a nonconventional
source (sec. 1207 of the Small Business Act and sec. 29
of the Code) '

Present and Prior Law

Certain fuels produced from “nonconventional sources” and sold
to unrelated parties are eligible for an income tax credit equal to

property (other than short-term gain, inventory, or other ordinary income property, or gifts to
private foundations) that is real property, intangible property, or tangible personal property the
use of which is related to the donee’s tax-exempt purpose, the taxpayer is allowed to claim the
same fair-market-value deduction for both regular tax and AMT purposes (subject to present-
law percentage limitations).

1131f, during this period, a taxpayer contributes qualified appreciated stock as defined in sec-
tion 170(e)(5) and the amount of such contribution exceeds the percentage limitation under sec-
tion 170(bX1)D), the excess may be carried over to succeeding taxable years. See, e.g,, LTR
9444029, LTR 9424020.
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$3 (generally adjusted for inflation) per barrel or BTU oil barrel
equivalent (sec. 29). Qualified fuels must be produced within the
United States.
Qualified fuels include:
(1) oil produced from shale and tar sands;
(2) gas produced from geopressured brine, Devonian shale,
coal seams, tight formations (“tight sands”), or biomass; and
(3) liquid, gaseous, or solid synthetic fuels produced from
coal (including lignite).

In general, the credit is available only with respect to fuels pro-
duced from wells drilled or facilities placed in service after Decem-
ber 31, 1979, and before January 1, 1993. Under prior law, an ex-
ception extended the January 1, 1993 expiration date for facilities
producing gas from biomass and synthetic fuel from coal if the fa-
cility producing the fuel is placed in service before January 1, 1997,
pursuant to a binding contract entered into before January 1, 1996.

The credit may be claimed for qualified fuels produced and sold
before January 1, 2003 (in the case of nonconventional sources sub-
ject to the January 1, 1993 expiration date) or January 1, 2008 (in
the case of biomass gas and synthetic fuel facilities eligible for the
extension period).

Reasons for Change

The Congress believed that a short-term extension of the section
29 credit was appropriate to allow projects in negotiation or under
development at the time the Small Business Act was enacted to be
placed in service in a more orderly manner than was possible
under the prior-law scheduled expiration.

- Explanation of Provision

The binding contract date for facilities producing synthetic fuels
from coal and gas from biomass is extended through December 31,
1996, and the placed in service date is extended for eighteen
months. The prior-law sunset on production qualifying for the cred-
it is not changed. Therefore under the Act, synthetic fuels from coal
and gas from biomass produced from a facility placed in service be-
fore July 1, 1998, pursuant to a binding contract entered into be-
fore January 1, 1997, will be eligible for the tax credit if produced
before January 1, 2008.

Effective Date _
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $8 million in 1997, $34 million in 1998, $60 million in
1999, $69 million in 2000, $65 million in 2001, $57 million in 2002,
$55 million in 2003, $56 million in 2004, $58 million in 2005, and
$59 million in 2006.



111

8. Suspend imposition of diesel fuel tax on recreational mo-
torboats (sec. 1208 of the Small Business Act and sec.
- 6427 of the Code) o

Presént and Prior Law

Under present law, diesel fuel used in recreational motorboats
was subject to a 24.4 cents-per-gallon excise tax through December
31, 1999. This tax was enacted by the Omnibus Budget Reconcili-
ation Act of 1993 as a revenue offset for repeal of the excise tax -
on certain luxury boats. _

The diesel fuel tax is imposed on removal of the fuel from a reg-
istered terminal facility (i.e., at the “terminal rack”). Both prior law
and present law provide that tax is imposed on all diesel fuel re-
moved from terminal facilities unless the fuel is destined for a non-
taxable use and is indelibly dyed pursuant to Treasury Department
regulations. If fuel on which tax is paid at the terminal rack (i.e.,
undyed diesel fuel) ultimately is used in a nontaxable use, a refund
is allowed. Depending on the aggregate amount of tax to be re-
funded, this refund may be claimed either by a direct filing with
the Internal Revenue Service or as a credit against income tax.

Dyed diesel fuel (fuel on which no tax is paid) may not be used
in a taxable use. A penalty equal to the greater of $10 per gallon
or $1,000 is imposed on persons found to be violating this prohibi-
tion.

Reasons for Change

The Congress understood that market conditions in the marine
industry have produced shortages of diesel fuel for recreational
boat use in some areas. This is reported to have occurred because
some marinas primarily serve commercial vessels that burn non-
taxable, dyed diesel fuel, and have resisted installing supplemental
fuel tanks for the taxable, undyed diesel fuel required for rec-
reational boats. The Congress believed, therefore, that a temporary
suspension of this tax is appropriate to allow review of possible al-
ternative collection regimes, and to allow marinas additional time
in which to adapt to the requirements of the tax, if satisfactory al-
ternatives are not found.

Explanation of Provision

No tax is imposed on diesel fuel used in recreational motorboats
during the period beginning seven days after enactment (August
27, 1996) through December 31, 1997. ’

This exemption temporarily will address fuel supply problems. In
the Small Business Act, Congress requested the Treasury Depart-
ment to study possible alternatives to the current collection regime
for motorboat diesel fuel that will provide comparable compliance
with prior law, and to report to the House Committee on Ways and
¥eﬁ)%s7 and the Senate Committee on Finance no later than April

Effective Date
The provision is effective on the date of enactment.
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= " Revenue Effect

The provisionris estimated to reduce Federal fiscal year budget
;'eciasi’%%s by $4 million in 1996, $34 million in 1997, and $9 million
in .

C. Provisions Relating to S Corporations

1. S corporations permitted to have 75 sharcholders (sec.
1301 of the Small Business Act and sec. 1361 of the Code)

; Present and Prior Law

The taxable income or loss of an S corporation is taken into ac-
count by the corporation’s shareholders, rather than by the entity,
whether or not such income is distributed. A small business cor-
poration may elect to be treated as an S corporation. Under prior
law, a “small business corporation” was defined as a domestic cor-
poration which was not an ineligible corporation and which did not
have (1) more than 35 shareholders, (2) as a shareholder, a person
(other than certain trusts or estates) who is not an individual, (3)
a nonresident alien as a shareholder, and (4) more than one class
of stock. For purposes of the 35-shareholder limitation, a husband
and wife are treated as one shareholder.

Reasons for .C’hange
The Congress believed that increasing the maximum number of

shareholders of an S corporation will facilitate corporate ownership
by additional family members, employees and capital investors.

' Explanation of Provision

The Small Business Act increases the maximum number of
shareholders from 35 to 75.

Effective Date

The provision applies to taxable years beginning after December
31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $5 million in 1997, $14 million in 1998, $16 million in
1999, $20 million in 2000, $22 million in 2001, $25 million in 2002,
$28 million in 2003, $31 million in 2004, $35 million in 2005, and
$39 million in 2006.

2. Electing small business trusts (sec. 1302 of the Small Busi-
ness Act and sec. 1361 of the Code)

Present and Prior Law

Under prior law, trusts other than grantor trusts, voting trusts,
certain testamentary trusts and “qualified subchapter S trusts”
could not be shareholders in an S corporation: A “qualified sub-
chapter S trust” is a trust which, under its terms, (1) is required
to have only one current income beneficiary (for life), (2) any corpus
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distributed during the life of the beneficiary must be distributed to
the beneficiary, (3) the beneficiary’s income interest must termi-
nate at the earlier of the beneficiary’s death or the termination of
the trust, and (4) if the trust terminates during the beneficiary’s
life, the trust assets must be distributed to the beneficiary. All the
income (as defined for local law purposes) must be currently dis-
tributed to that beneficiary. The beneficiary is treated as the owner
of the portion of the trust consisting of the stock in the S corpora-
tion. ‘

Reasons for Change

-The Congress believed that a trust that provides for income to
be distributed to (or accumulated for) a class of individuals should
be allowed to hold S corporation stock. This would allow an individ-
ual to establish a trust to hold S corporation stock and “spray” in-
come among family members (or others) who are beneficiaries of
the trust. The Congress believed allowing such an arrangement
will facilitate family financial planning.

Explanation of Provision
In general

The Small Business Act allows stock in an S corporation to be
held by certain trusts (“electing small business trusts”). In order to
qualify for this treatment, all beneficiaries of the trust must be in-
dividuals or estates eligible to be S corporation shareholders,114 ex-
cept that charitable organizations may hold contingent remainder
interests.115 No interest in the trust may be acquired by purchase.
For this purpose, “purchase” means any acquisition of property
~ with a cost basis (determined under sec. 1012). Thus, interests in
the trust must be acquired by reason of gift, bequest, ete. The trust
itself may acquire property (including stock of an S corporation) by
purchase. , , o

A trust must elect to be treated as an electing small business
trust. An election applies for the taxable year for which made and
may be revoked only with the consent of the Secretary of the Treas-
ury or his delegate. Bt

:Each potential current beneficiary of the trust is counted as a
shareholder for purposes of the 75-shareholder limitation (or if
there are no potential current beneficiaries, the trust will be treat-
ed as the shareholder). If a potential current beneficiary (or his or
her spouse) is a direct shareholder in the S corporation, such per-
son will not be counted twice for purposes of the 75-shareholder
limitation. A potential current income beneficiary means any per-
son, with respect to the applicable period, who is entitled to, or at
the discretion of any person may receive, a distribution from the
principal or income of the trust. Where the trust disposes of all the
stock in an S corporation, any person who first became so eligible
during the 60 days before the disposition is not treated as a poten-
tial current beneficiary. s : e

114 Thus, a nonresident alien individual may not be a beneficiary. T
. 115tForttaxable years beginning after 1997, charitable organizations may hold current interests
in a trust. o : .

172-804 97 .5
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A qualified subchapter S trust with respect to which an election
is in effect 116 or an exempt trust 117 is not eligible to qualify as an
electing small business trust.

Treatment of items relating to S corporation stock

The portion of the trust which consists of stock in one or more
S corporations is treated as a separate trust for purposes of com-
guting the income tax attributable to the S corporation stock held

y the trust. The trust is taxed at the highest individual rate (cur-
rently, 39.6 percent on ordinary income and 28 percent on net cap-
ital gain) on this portion of the trust’s income. The taxable income
attributable to this portion includes (1) the items of income, loss,
or deduction allocated to it as an S corporation shareholder under
the rules of subchapter S, (2) gain or loss from the sale of the S
- corporation stock, and (3) to the extent provided in regulations, any
state or local income taxes and administrative expenses of the trust
properly allocable to the S corporation stock. This income is not in-
cluded in the distributable net income of the trust, and thus is not
- included in the beneficiaries’ income. No item relating to the S cor-
poraticn stock may be apportioned to any beneficiary. Otherwise al-
lowable capital losses are allowed only to the extent of capital
gains. The tax liability of the trust that relates to items of income,
deduction, and loss attributable to the S corporation stock may be
redlifed by tax credits that are attributable to the S corporation
stock. :

In computing the trust’s income tax on this portion of the trust,
no deduction is allowed for amounts distributed to beneficiaries,
and no deduction or credit is allowed for any item other than those
attributed to the S corporation stock.

On the termination of all or any portion of an electing small busi-
ness trust the loss carryovers or excess deductions referred to in
section 642(h) is taken into account by the entire trust, subject to
the usual rules on termination of the entire trust.

Treatment of remainder of items held by trust

" In determining the tax liability with regard to the remaining por-

tion of the trust, the items taken into account by the subchapter
S portion of the trust are disregarded. Although distributions from
the trust are deductible in computing the taxable income on this
portion of the trust, under the usual rules of subchapter J, the
trust’s distributable net income does not include any income attrib-
utable to the S corporation stock.

Termination of trust and conforming amendment applicable
to all trusts

Where the trust terminates before the end of the S corporation’s
taxable year, the trust takes into account its pro rata share of S

16]f a trust meets the requirements of both section 1361(dX3) as a qualified subchapter S
trust and section 1361(e)(5((11) and (ii) as an electing small business trust, it is expected that
the trust must make an election designating which type of trust it intends to be. The Depart-
ment of Treasury is encouraged to promulgate expedited procedures for existing qualified sub-
chapter S trusts that wish to become electing small business trusts to revoke their former elec-
tion and make the new election,

117 For this purpose, a trust described in section 664 will be considered to be an exempt trust,
even if such trust loses its tax exemption for a taxable year pursuant to section 664(c). A tech-
nical correction may be necessary to clarify this result.
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corporation items for its final year. The Small Business Act makes
a conforming amendment applicable to all trusts and estates clari-
fying that this is the present-law treatment of trusts and estates
that terminate before the end of the S corporation’s taxable year.

. Effective Date

The provision apphes to taxable years beg‘mnmg aﬁer December
31, 1996.

Revenue Effect

The prov151on is estlmated to reduce Federal fiscal year budget
receipts by $2 million a year from 1997 through 2003 and $3 mil-
lion a year thereafter.

3. Expansion of post-death qualification for certain trusts
8«33. )1303 of the Small Business Act and sec. 1361 of the
ode

Prior Law

.- Under prior law, trusts other than grantor trusts, voting trusts,

certain testamentary trusts and “qualified subchapter S trusts”
could not be shareholders in an S corporation. A grantor trust
could remain an S-corporation shareholder for 60 days after the
death of the grantor. The 60- day period was extended to 2 years
if the entire corpus of the trust is includible in the gross estate of
the deemed owner. In addition, a trust could be an S corporation
shareholder for 60 days after the transfer of the S corporation stock
pursuant to a will.

Reasons for Change

The Congress believed that the 60- day holding period applicable
to certain testamentary trusts should be expanded to facilitate es-
tate administration.

Explanation of Provision

The provision expands the post-death holding period to 2 years
for all testamentary trusts.

Eﬂ'ective Date

The provision applies to taxable years beginning after December
31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $5 million a year.
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4. Financial institutions permitted to hold safe harbor debt
Se((i:. )1304 of the Small Business Act and sec. 1361 of the
ode

Present and Prior Lecw

A small business corporation eligible to be an S corporation may
not have more than one class of stock. Certain debt. (“straight
debt”) was not treated as a second class of stock so long as such
debt was an unconditional promise to pay on demand or on a speci-
fied date a sum certain in money if: (1) the interest rate (and inter-
est payment dates) was not contingent on profits, the borrower’s
discretion, or similar factors; (2) there was no convertibility (di-
rectly or indirectly) into stock, and (3) the creditor was an individ-
ual (other than a nonresident alien), an estate, or certain qualified
trusts. .

Reasons for Change

The Congress believed that bona fide debt that is held by a fi-
ﬁanl;:ial institution should be able to satisfy the “straight debt” safe
arbor.

Explanation of Provision

The definition of “straight debt” is expanded to include debt held
by creditors, other than individuals, that are actively and regularly
engaged in the business of lending money.

Effective Date

The provisioﬁ applies to taxable years beginning after December
31, 1996.

Revénue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 a year. ‘

5. Rules relating to inadvertent terminations and invalid
elections (sec. 1305 of the Small Business Act and sec.
1362 of the Code)

Present and Prior Law

If the Internal Revenue Service (“IRS”) determines that a cor-
poration’s subchapter S election is inadvertently terminated, the .
IRS can waive the effect of the terminating event for any period if
the corporation timely corrects the event and if the corporation and
shareholders agree to be treated as if the election had been in ef-
fect for that period. Such waivers generally are obtained through
the issuance of a private letter ruling. Prior law did not grant the
IRS the ability to waive the effect of an inadvertent invalid sub-
chapter S election.

A small business corporation must elect to be an S corporation
no later than the 15th day of the third month of the taxable year
for which the election is effective. Under prior law, the IRS could
not validate a late election.
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Reasons fof Change

The Congress believed that the Secretary of the Treasury should
have -the same authority to validate inadvertently defective sub-
chapter S elections as it has for inadvertent subchapter S termi-
nations. v :

Explanation of Provision

- Under the Small Business Act, the authority of the IRS to waive

the effect of an inadvertent termination is extended to allow the
IRS to waive the effect of an invalid election caused by an inadvert-
ent failure to qualify as a small business corporation or to obtain
the required shareholder consents (including elections regarding
trusts), or both. The provision also allows the IRS to treat a late
subchapter S election as timely where the IRS determines that
there was reasonable cause for the failure to make the election
timely. The IRS may exercise this authority in cases where the tax-
payer never filed an election. It is intended that the IRS be reason-
able in exercising this authority and apply standards that are simi-
lar to those applied under prior law to inadvertent subchapter S
terminations and other late or invalid elections under present law.
In addition, it is intended that in exercising its authority under the
provision, the IRS may consider relevant information provided by
any affected shareholder (including a person who became a share-
holder in a subsequent year) before determining the validity of a
subchapter S election for the taxable year in question.

Effective Date

The provision applies to taxable years beginning after December
31, 1982.118 o ' . '

. ~ Revenue Effect
The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 a year. -
6. Agreement to terminate year (sec. 1306 of the Small Busi-
ness Act and sec. 1377 of the Code)

Present and Prior Law
In general, each item of S corporation income, deduction and loss
is allocated to shareholders on a per-share, per-day basis. However,
if any shareholder terminated his or her interest in an S corpora-
tion during a taxable year, the S corporation, with the consent of
all its shareholders, could elect to allocate S corporation items by

closing its books as of the date of such termination rather than ap-
plying the per-share, per-day rule.

Reasons for Change

The Congress believed that the election to close the books of an
S corporation did not need the consent of shareholders whose tax
liability is unaffected by the election. :

118This is the effective date of the present-law provision regarding inadvertent terminations.
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Explanation of Provision

The Small Business Act provides that, under regulations to be
prescribed by the Secretary of the Treasury, the election to close
the books of the S corporation upon the termination of a sharehold-
er’s interest is made by all affected shareholders and the corpora-
tion, rather than by all shareholders. The closing of the books ap-
plies only to the affected shareholders. For this purpose, “affected
shareholders” means any shareholder whose interest is terminated
and all shareholders to whom such shareholder has transferred
shares during the year. If a shareholder transferred shares to the
corporation, “affected shareholders” includes all persons who were
- shareholders during the year. -

Effective Date

31Tligg%rovision applies to taxable years beginning after December

Revenue Effect

The provision is estimated have a negligible effect on Federal fis-
cal year budget receipts.

7. Expansion of post-termination transition period (sec. 1307
%f ::iht)a Small Business Act and secs. 1377 and 6037 of the
ode

Present and Prior Law

Distributions made by a former S corporation during its post-ter-
mination transition period are treated in the same manner as if the
distributions were made by an S corporation (i.e., treated by share-
holders as nontaxable distributions to the extent of the undistrib-
uted prior earnings of the S corporation). Distributions made after
the post-termination transition period are generally treated as
made by a C corporation (i.e., treated by shareholders as taxable
dividends to the extent of undistributed earnings and profits). '

The “post-termination transition period” was the period begin-
ning on the day after the last day of the last taxable year of the
S corporation and ending on the later of: (1) a date that is one year
later, or (2) the due date for filing the return for the last taxable
year and the 120-day period beginning on the date of a determina-
tion that the corporation’s S corporation election had terminated
for a previous taxable year.

In addition, the audit procedures adopted by the Tax Equity and
Fiscal Responsibility Act of 1982 (“TEFRA”) with respect to part-
nerships also applied to S corporations. Thus, the tax treatment of
itemls was determined at the corporate, rather than individual
evel.

Reasons for Change

The Congress believed that the current scope of the “post-termi-
nation transition period” was insufficient under prior law. In addi-
tion, the Congress believed that the TEFRA audit procedures
should be inapplicable to entities with a limited number of owners.
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Explanation of Provision

The definition of “post-termination transition period” is expanded
to include the 120-day period beginning on the date of any deter-
mination pursuant to an audit of the taxpayer that follows the ter-
mination of the S corporation’s election and that adjusts a sub-
chapter S item of income, loss or deduction of the S corporation
during the S period. In addition, the definition of “determination”
is expanded to include a final disposition of the Secretary of the
Treasury of a claim for refund and, under regulations, certain
agreements between the Secretary and any person, relating to the
tax liability of the person.

In addition, the Small Business Act repeals the TEFRA audit
provisions applicable to S corporations and provides other rules to
require consistency between the returns of the S corporation and
its shareholders.

Effective Date

_ The provision applies to taxable years beginning after December
31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,QOO a year.
8. S corporations permitted to hold subsidiaries (sec. 1308 of
Ehed S).mall Business Act and secs. 1361 and 1362 of the
ode

Prior Law

A small business corporation could not be a member of an affili-
ated group of corporations (other than by reason of ownership in
certain inactive corporations). Thus, an S corporation could not own
80 percent or more of the stock of another corporation (whether an
S corporation or a C corporation).

In addition, a small business corporation could not have as a
shareholder another corporation (whether an S corporation or a C
corporation). .

Reasons for Change

The Congress understood that there were situations where tax-
payers wished to separate different trades or businesses in dif-
ferent corporate entities. The Congress believed that, in such situa-
tions, shareholders should be allowed to arrange these separate
corporate entities under parent-subsidiary arrangements as well as
brother-sister arrangements. ‘

Explanation of Provision
C corporation subsidiaries

An S corporation is allowed to own 80 percent or more of the
stock of a C corporation. The C corporation subsidiary can elect to
join in the filing of a consolidated return with its affiliated C cor-
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porations. An S corporation is not allowed to join in such election.
Dividends received by an S corporation from a C corporation in
which the S corporation has an 80 percent or greater ownership
stake are not treated as passive investment income for purposes of
sections 1362 and 1375 to the extent the dividends are attributable
to the earnings and profits of the C corporation derived from the
active conduct of a trade or business.

S corporation subsidiaries

In addition, an S corporation is allowed to own a qualified sub-
chapter S subsidiary. The term “qualified subchapter S subsidiary”
means a domestic corporation that is not an ineligible corporation
(i.e., a corporation that would be eligible to be an S corporation if
the stock of the corporation were held directly by the shareholders
of its parent S corporation) if (1) 100 percent of the stock of the
subsidiary is held by its S corporation parent and (2) the parent
elects to treat the subsidiary as a qualified subchapter S subsidi-
ary.119 For this purpose, the term “qualified subchapter S subsidi-
ary” is intended to include a subsidiary, the stock of which is held
by a qualified subchapter S subsidiary (i.e., the election is available
to chains of qualified corporations as well as brother-sister subsidi-
aries of an S corporation).120 The election need not be made for all
subsidiaries eligible for treatment as qualified subchapter S sub-
sidiaries.121 ,

If a subsidiary ceases to be a qualified subchapter S subsidiary
(either because the subsidiary fails to qualify or the parent revokes
the election) another such election (or a subchapter S election) may
not be made for the subsidiary by the parent (or its shareholders)
for five years without the consent of the Secretary of the Treasury.
It is expected that the Secretary will provide waivers of the five-
year rule in appropriate instances. For example, if the stock of a
qualified subchapter S subsidiary is distributed to the individual
shareholders of the subsidiary’s parent, the subsidiary will no
longer be a qualified subchapter S subsidiary and would be subject
" to the five-year rule. If the parent corporation retains its sub-
chapter S election and the Secretary determines that the distribu-
tion was not made for purposes of tax avoidance, it would seem ap-
propriate for the Secretary to waive the five-year rule.

Under the election, the qualified subchapter S subsidiary is not
treated as a separate corporation and all the assets, liabilities, and
items of income, deduction, loss, and credit of the subsidiary are
treated as the assets, liabilities, and items of income, deduction,

119 The election to treat a subsidiary as a qualified subchapter S subsidiary and the revocation
of an election shall be made pursuant to procedures established by the Secretary of the Treas-

ury.

120 However, a break in the chain of elections will disqualify lower-tier subsidiaries for treat-
ment as qualified subchapter S subsidiaries. For example, assume an individual owns 100 per-
cent of the stock of Corporation A, which owns 100 percent of the stock of Corporation B, which,
in turn, owns 100 percent of the stock of Corgoration C. In order for Corporation C to be eligible
to be treated as a qualified subchapter S subsidiary, a subchapter S election must in effect for
Corporation A and a qualified subchapter S subsidiary election must be in effect for Corporation

B.

121Thus, in the case of the A-B-C chain of corporations described in the footnote above, a sub-
chapter S election may be made for Corporation A, and a qualified subchapter S subsidiary elec-
tion may be made for Corporation B, but a qualified subchapter S subsidiary election need not
be made for Corporation C.
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loss, and credit of the parent S corporation.122 Thus, transactions
between the S corporation parent and qualified subchapter S sub-
sidiary are not taken into account and items of the subsidiary (in-
cluding accumulated earnings and profits, passive investment in-
come, built-in gains, etc.) are considered to be items of the parent.
In addition, if a subsidiary ceases to be a qualified subchapter S
subsidiary (e.g., fails to meet the wholly-owned requirement), the
subsidiary will be treated as a new corporation acquiring all of its
assets (and assuming all of its liabilities) immediately before such
cessation from the parent S corporation in exchange for its
stock. 123 o |
Under the Small Business Act, if an election is made to treat an
existing corporation (whether or not its stock was acquired from
another person or previously held by the S corporation) as a quali-
fied subchapter S subsidiary, the subsidiary will be deemed to have
liquidated under sections 332 and 337 immediately before the elec-
tion is effective.124 The built-in gains tax under section 1374 and
the LIFO recapture tax under section 1363(d) may apply where the
subsidiary was previously a C corporation. Where the stock of the
subsidiary was acquired by the S corporation in a qualified stock
purchase, an election under section 338 with respect to the subsidi-
ary may be made. _ , '
Because the parent and each subsidiary corporation that is a:
qualified subchapter S subsidiary are treated for Federal income.
tax purposes as a single corporation, debt issued by a subsidiary
to a shareholder of the parent corporation will be treated as debt
of the parent for purposes of determining the amount of losses that
may flow through to shareholders of the parent corporation under
section 1366(d)}(1)(B). The Secretary of the Treasury may prescribe
rules as to the order that losses pass through where debt of both
the parent and subsidiary corporations are held by shareholders of
the parent. To the extent a shareholder of the parent S corporation
is not at-risk with respect to losses of a subsidiary, the at-risk rules
of section 465 may cause losses of the subsidiary to be suspended.

~ Effective Date

The provision applies to taxable years beginning after Decémber
31, 1996. S

g e

122For this purpose, a technical correction may be necessary to allow Treasury regulations to
treat a qualified subchapter S subsidiary as a separate corporation with its bwn assets, liabil-
ities and items of income, deduction, loss, and credit for certain Federal income tax purposes.
For example, assume a parent S corporation wholly owns stock in a bank (as defined in section
581) and the parent S corporation is not a bank. Treasury regulations may provide that an elec-
tion to treat the subsidiary as a qualified subchapter S subsidiary would not change the status
of either the parent or the subsidiary as a bank or a nonbank for purposes of selected provisions
of the Internal Revenue Code applicable only to banks.

123 Similar rules apply with respect to wholly-owned subsidiaries of real estate investment
trusts (“REITs”) under section 856(i) of present law.

124 As described in a footnote above, a technical correction may be necessary to allow Treasury
regulations to treat a qualified subchapter S subsidiary as a separate corporation with its own
assets, liabilities and items of income, deduction, loss, and credit for certain Federal income tax
purposes. Such regulations may provide, in appropriate cases, exceptions to the effects of a
d_e(gmed section 332 liquidation of a subsidiary upon its election as a qualified subchapter S sub-
sidiary.
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Revenue Effect

The prov1s1on is estimated to reduce Federal fiscal year budget
receipts by $5 million in 1997, $9 million in 1998, $11 million in
1999, $13 million in 2000, $15 mllhon in 2001, $17 Tmillion in 2002,
$20 million in 2003, $23 ‘million i in 2004, $26 million in 2005, and
$29 million in 2006.

9. Treatment of distributions during loss years (sec. 1309 of
Eh(:i S)mall Business Act and secs. 1366 and 1368 of the
ode

Present and Prior Law

The amount of loss an S corporation shareholder may take into
account for a taxable year cannot exceed the sum of the sharehold-
er’s adjusted basis in his or her stock of the corporation and the
adjusted basis in any indebtedness of the corporation to the share-
holder. Any excess loss is carried forward.

Any distribution to a shareholder by an S corporation generally
is tax-free to the shareholder to the extent of the shareholder’s ad-
justed basis of his or her stock. The shareholder’s adjusted basis is
reduced by the tax-free amount of the distribution. Any distribution
in excess of the shareholder’s adjusted basis is treated as gain from
the sale or exchange of property.

Income (whether or not taxable) and expenses (whether or not
deductible) serve, respectively, to increase and decrease an S cor-
poration shareholder’s basis in the stock of the corporation. Under
prior law, the adjustments to basis for items of both income and
loss for any taxable year applied before the adjustment for distribu-
tions applied.125

These rules limiting losses and allowing tax-free dlstrlbutlons up
to the amount of the shareholder’s adjusted basis are similar in
certain respects to the rules governing the treatment of losses and
cash distributions by partnerships. However, under the partnership
rules (unlike the prior-law S corporation rules), for any taxable
year, a partner’s basis was first increased by items of income, then
decreased by distributions, and finally was decreased by losses for
that year.126

In addition, if the S corporation has accumulated earnings and
profits,127 any distribution in excess of the amount in an “accumu-
lated adjustments account” will be treated as a dividend (to the ex-
tent of the accumulated earnings and profits). A dividend distribu-
tion does not reduce the adjusted basis of the shareholder’s stock.
The “accumulated adjustments account” generally is the amount of
the accumulated undistributed post-1982 gross income less deduc-
tions.

125See section 1368(dX1); H. Rept. 97-826, p. 1T; S. Rept. 97-640, p. 18; Treas. reg. sec.
1.1367-1(e). )

126 Treas. Reg. sec. 1.704-1(d)(2); Rev. Rul. 66-94, 1966-1 C.B. 166.

127 An S corporation may have earnings and proﬁts from years prior to its subchapter S elec-
tion or from pre-1983 subchapter S years.
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- Reasons for Change

The Congress believed that the rules regarding the treatment of
- distributions by S corporations during loss years should be the
same as the rules applicable to partnerships.

- Explanation of Provision

The Small Business Act provides that the adjustments for dis-
tributions made by an S corporation during a taxable year are
taken into account before applying the loss limitation for the year.
Thus, distributions during a year reduce the adjusted basis for pur-
poses of determining the allowable loss for the year, but the loss
for a year does not reduce the adjusted basis for purposes of deter-
mining the tax status of the distributions made during that year.

The Small Business Act also provides that in determining the
amount in the accumulated adjustment account for purposes of de-
termining the tax treatment of distributions made during a taxable
year by an S corporation having accumulated earnings and profits,
net negative adjustments (i.e., the excess of losses and deductions
over income) for that taxable year are disregarded.

_The following examples illustrate the application of these provi-
sions:

Example 1.—X is the sole shareholder of corporation A, a cal-
endar year S corporation with no accumulated earnings and profits.
X’s adjusted basis in the stock of A on January 1, 1998, is $1,000
and X holds no debt of A. During 1998, A makes a distribution to
X of $600, recognizes a capital gain of $200 and sustains an operat-
ing loss of $900. Under the provision, X’s adjusted basis in the A
stock is increased to $1,200 ($1,000 plus $200 capital gain recog-
nized) pursuant to section 1368(d) to determine the effect of the
distribution. X’s adjusted basis is then reduced by the amount of
the distribution to $600 ($1,200 less $600) to determine the appli-
cation -of the loss limitation of section 1366(d)(1). X is allowed to
take into account $600 of A’s operating loss, which reduces X’s ad-
justed basis to zero. The remaining $300 loss is carried forward
pursuant to section 1366(d)(2). ,

Example 2.—The facts are the same as in Example 1, except that
on January 1, 1998, A has accumulated earnings and profits of
$500 and an accumulated adjustments account of $200. Under the
provision, because there is a net negative adjustment for the year,
no adjustment is made to the accumulated adjustments account be-
forgs(d)etennining the effect of the distribution under section
1368(c). ~

As to A, $200 of the $600 distribution is a distribution of A’s ac-
cumulated adjustments account, reducing the accumulated adjust-
ments account to zero. The remaining $400 of the distribution is
a distribution of accumulated earnings and profits (“‘E&P”) and re-
duces A’s E&P to $100. A’s accumulated adjustments account is
then increased by $200 to reflect the recognized capital gain and
reduced by $900 to reflect the operating loss, leaving a negative
balance in the accumulated adjustment account on January 1,
1999, of $700 (zero plus $200 less $900).

As to X, $200 of the distribution is applied against X’s adjusted
basis of $1,200 ($1,000 plus $200 capital gain recognized), reducing
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X’s adjusted basis to $1,000. The remaining $400 of the distribu-
tion is taxable as a dividend and does not reduce X’s adjusted
basis. Because X’s adjusted basis is $1,000, the loss limitation does
not apply to X, who may deduct the entire $900 operating loss. X’s
adjusted basis is then decreased to reflect the $900 Joperating loss.
Accordingly, X’s adjusted basis on January 1, 1999, is $100 ($1,000
plus $200 less $200 less $900).

Effective Date

The provision applies to taxable years beginning after December
31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 a year.

10. Treatment of S corporations under subchapter C (sec.
1310 of the Small Business Act and sec. 1371 of the Code)

Present and Prior Law

Present and prior law contain several prov1s1ons relating to the
treatment of S corporations as corporations generally for purposes
of the Internal Revenue Code.

First, the taxable income of an S corporation is computed in the
same manner as in the case of an individual (sec. 1363(b)). Under
this rule, the provisions of the Code governing the computation of
taxable income which are applicable only to corporations, such as
the dividends received deduction, do not apply to S corporations.

Second, except as otherwise provided by the Internal Revenue
Code and except to the extent inconsistent with subchapter S, sub-
chapter C (i.e., the rules relating to corporate distributions and ad-
justments) applies to an S corporation and its shareholders (sec.
1371(a)(1)). Under this second rule, provisions such as the cor-
porate reorganization provisions apply to S corporations. Thus, a C
corporation may merge into an S corporation tax-free.

Finally, under prior law, an S corporation in its capacity as a
shareholder of another corporation was treated as an individual for
purposes of subchapter C (sec. 1371(a)(2)). In 1988, the IRS took
the position that this rule prevents the tax-free liquidation of a C
corporation into an S corporation because a C corporation cannot
liquidate tax-free when owned by an individual shareholder.128 In
1992, the IRS reversed its position, stating that the prior ruling
was incorrect.129

| Réasons for C’hange

The Cong‘reSs wished to clarify that the position taken by the
IRS in 1992 that allows the tax-free liquidation of a C corporatlon
into an S corporation represented the proper policy.

128 Private letter ruling 8818049 (Feb. 10, 1988).
129 Private letter ruling 9245004 (July 28, 1992).
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Explanation of Provision

The Small Business Act repeals the rule that treats an S cor-
poration in its capacity as a shareholder of another corporation as
an individual. Thus, the provision clarifies that the liquidation of
a C corporation into an S corporation will be governed by the gen-
erally applicable subchapter C rules, including the provisions of
sections 332 and 337 allowing the tax-free liquidation of a corpora-
tion into its parent corporation. Following a tax-free liquidation,
the built-in gains of the liquidating corporation may later be sub-
ject to tax under section 1374 upon a subsequent disposition. An
S corporation also will be eligible to make a section 338 election
(assuming all the requirements are otherwise met), resulting in im-
mediate recognition of all the acquired C corporation’s gains and
losses (and the resulting imposition of a tax).

The repeal of this rule does not change the general rule govern-
ing the computation of income of an S corporation. For example, it
does not allow an S corporation, or its shareholders, to claim a divi-
dends received deduction with respect to dividends received by the
S corporation, or to treat any item of income or deduction in a
manner inconsistent with the treatment accorded to individual tax-
payers.

Effective Date

The provision applies to taxable years beginning after December
31, 1996. o

Revenue Effect -

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $5 million a year.

11. Elimination of certain earnings and profits (sec. 1311 of
%he S)mall Business Act and secs. 1362 and 1375 of the
ode

Presént and Prior Law

The accumulated earnings and profits of a corporation are not in-
creased for any year in which an election to be treated as an S cor-
poration is in effect. However, under the subchapter S rules in ef-
fect before revision in 1982, a corporation electing subchapter S for
a taxable year increased its accumulated earnings and profits if its
earnings and profits for the year exceeded both its taxable income
for the year and its distributions out of that year’s earnings and
profits. As a result of this rule, a shareholder was later required
to include in his or her income the accumulated earnings and prof-
its when it is distributed by the corporation. The 1982 revision to
subchapter S repealed this rule for earnings attributable to taxable
years beginning after 1982 but did not do so for previously accumu-
lated S corporation earnings and profits.
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Reasons for Change

The Congress believed that the existence of pre-1983 earnings
and profits of an S corporation unnecessarily complicates corporate
record keeping and constitutes a potential trap for the unwary.

Explanation of Provision

The Small Business Act provides that if a corporation is an S cor-
poration for its first taxable year beginning after December 31,
1996, the accumulated earnings and profits of the corporation as of
the beginning of that year is reduced by the accumulated earnings
and profits (if any) accumulated in any taxable year beginning be-
fore January 1, 1983, for which the corporation was an electing
small business corporation under subchapter S. Thus, such a cor-
poration’s accumulated earnings and profits are solely attributable
to taxable years for which an S election was not in effect. This rule
is generally consistent with the change adopted in 1982 limiting
the S shareholder’s taxable income attributable to S corporation
earnings to his or her share of the taxable income of the S corpora-
tion.

Effective Date

The provision applies to taxable years beginning after December
31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $5 million a year.

12. Carryover of disallowed losses and deductlons under at-
risk rules allowed (sec. 1312 of the Small Business Act
and sec. 1366 of the Code)

Present and Pnor Law

Under section 1366, the amount of loss an S corporation share-
holder may take into account cannot exceed the sum of the share-

holder’s adjusted basis in his or her stock of the corporation and
the unadjusted basis in any indebtedness of the corporation to the
shareholder. Any disallowed loss is carried forward to the next tax-
able year. Any loss that is disallowed for the last taxable year of
the S corporation may be carried forward to the post-termination
transition period. The “post-termination transition period” was the
period beginning on the day after the last day of the last taxable
year of the S corporation and ending on the later of: (1) a date that
is one year later, or (2) the due date for filing the return for the
last taxable year and the 120-day period beginning on the date of
a determination that the corporation’s S corporation election had
terminated for a previous taxable year.

In addition, under section 465, a shareholder of an S corporation
may not deduct losses that flow from the corporation to the extent
the shareholder is not “at-risk” with respect to the loss. Any loss
not deductible in one taxable year because of the at-risk rules is
carried forward to the next taxable year.
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Reasons for Change

The Congress believed that the treatment of losses suspended by
the at-risk rules should be conformed to the treatment of losses
suspended by the subchapter S basis rules.

Explanatwn of Provision

‘Losses of an S corporatlon that are suspended under the at-risk
rules of section 465 are carried forward to the S corporation’s post-
termination transition period.

Effective Date

The provision applies to taxable years beginning after December
31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $5 million a year.

13. Adjustments to basis of inherited S stock to reflect cer-
tain items of income (sec. 1313 of the Small Business Act
and sec. 1367 of the Code)

Present and Prior Law

Income in respect to a decedent (“IRD”) generally consists of
items of gross income that accrued during the decedent’s lifetime
but were not includible in the decedent’s income before his or her
death under his or her method of accounting. IRD is includible in
the income of the person acquiring the right to receive such item.
A deduction for the estate tax attributable to an item of IRD is al-
lowed to such person (sec. 691(c)). The cost or basis of property ac-
quired from a decedent is its fair market value at the date of death
(or alternate valuation date if that date is elected for estate tax
purposes). This basis is often referred to as a “stepped-up basis.”
Property that constitutes a right to receive IRD does not receive a
stepped-up basis.

The basis of a partnership interest or corporate stock acquired
from a decedent generally is stepped-up at death. Under Treasury
regulations, the basis of a partnership interest acquired from a de-
cedent is reduced to the extent that its value is attributable to
items constituting IRD (Treas. reg. sec. 1.742-1). This rule insures
that the items of IRD held by a partnership are not later offset by
a loss arising from a stepped-up basis. Although an S corporation
and its shareholders generally are taxed in a manner similar to the
taxation of a partnership and its partners, no comparable regula-
tion provided a reduction in the basis of stock in an S corporation
?ﬁ%ured from a decedent where the S corporation holds items of

Reasons for Change |

The Congress believed that the present-law treatment of IRD
items of an S corporation is unclear and that the treatment of such
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items should be similar to the treatment of identical items held by
a partnership.

Explanation of Provision

The Small Business Act provides that a person acquiring stock
in an S corporation from a decedent will treat as IRD his or her
pro rata share of any item of income of the corporation that would
have been IRD if that item had been acquired directly from the de-
cedent. Where an item is treated as IRD, a deduction for the estate
tax attributable to the item generally will be allowed under the
provisions of section 691(c). The stepped-up basis in the stock in an
S corporation acquired from a decedent is reduced by the extent to
which the value of the stock is attributable to items consisting of
IRP. This basis rule is comparable to the present-law partnership
rule.

Effective Date

The provision applies with respect to decedents dying after the
date of enactment.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by less than $1 million a year.

14. S corporations eligible for rules applicable to real prop-
erty subdivided for sale by noncorporate taxpayers (sec.
. 1314 of the Small Business Act and sec. 1237 of the Code)

Prior Law

‘Under section 1237, a lot or garcel of land held by a taxpayer
other than a corporation generally was not treated as ordinary in-
come property solely by reason of the land being subdivided if (1)
such parcel had not previously been held as ordinary income prop-
erty and if in the year of sale, the taxpayer did not hold other real
roperty; (2) no substantial improvement has been made on the
and by the taxpayer, a related party, a lessee, or a government;
and (3) the land has been held by the taxpayer for five years.

Reasons for Change

The Congress believed that rules generally applicable to individ-
uals should be applicable to S corporations.

'Explatiat‘ion of Provision ,
The Small Business Act allows the present-law capital gains pre-
sumption of section 1237 in the case of land held by an S corpora-
tion. It is expected that rules similar to the attribution rules for

pfabr)t(nt)a)rships will apply to S corporations (Treas. reg. sec. 1.1237-
1(b)}(3)). :

Effective Date

The provision is effective for sales in taxable years beginning
after December 31, 1996.



129
. Revenue Eﬂ'éct

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million a year in 1997 and 1998, and $2 million a
year thereafter.

15. Certain financial institutions as eligible corporations
(sec. 1315 of the Small Business Act and sec. 1361 of the
Code)

Present and Prior Law

A small business corporation may elect to be treated as an S cor-
poration. A “small business corporation” is defined as a domestic
corporation which is not an ineligible corporation and which meets
certain other requirements. An “ineligible corporation” meant any
corporation which was a member of an affiliated group, certain de-
pository financial institutions (i.e., banks, domestic savings and
loan associations, mutual savings banks, and certain cooperative
banks), certain insurance companies, a section 936 corporation, or
a DISC or former DISC.

Reasons for Change

The Congress believed that any otherwise eligible corporation
should be allowed to elect to be treated as an S corporation regard-
less of the type of trade or business conducted by the corporation,
so long as special corporate tax benefits provided to such trades or
businesses did not flow through to individual taxpayers.

Explanation of Provision

A bank (as defined in sec. 581) is allowed to be an eligible small
business corporation unless such institution uses a reserve method
of accounting for bad debts. Thus, a large bank (as defined by sec.
585(c)(2)) that meets all the subchapter S eligibility requirements
may elect to be treated as an S corporation. An otherwise qualified
small bank may elect to be treated as an S corporation if it uses
the specific charge-off method of section 166 to account for its bad
debts. It is intended that income earned by a bank in the ordinary

course of its banking business will not be treated as passive invest-
ment income for purposes of sections 1362 and 1375. '

Effective Date

The provision applies to taxable years beginning after December
31, 1996. : - :

Revenue Eﬁ'ect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1997, $3 million in 1998, $5 million in
1999, $6 million in 2000, $8 million in 2001, $10 million in 2002,
$12 million in 2003, $14 million in 2004, $15 million in 2005, and
$16 million in 2006.
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16. Certain tax-exempt entities allowed to be shareholders
(sec. 1316 of the Small Business Act and secs. 404, 512,
1042, and 1361 of the Code)

Present and Prior Law

A small business corporation may elect to be treated as an S cor-
poration. A “small business corporation” was defined as a domestic
corporation which is not an ineligible corporation and which does
not have (1) more than 35 shareholders; (2) as a shareholder, a per-
son (other than certain trusts or estates) who is not an individual;
(3) a nonresident alien as a shareholder; and (4) more than one
class of stock. Thus, a tax-exempt organization described in section
401(a) (relating to qualified retirement plan trusts) or section
501(c)3) (relating to certain charitable organizations) could not be
a shareholder in an S corporation.

A tax-exempt organization may be a partner in a partnership. If
the partnership carries on a trade or business that is an unrelated
trade or business with respect to the tax-exempt organization, the
tax-exempt partner is required to include its distributive share of
income from such trade or business as unrelated business taxable
income (“UBTYI”) (sec. 512(c)).

Reasons for Change

The Congress believed that the present-law prohibition of certain
tax-exempt organizations being S corporation shareholders may
have inhibited employee ownership of closely-held businesses, frus-
trated estate planning, discouraged charitable giving, and re-
stricted sources of capital for closely-held businesses. The Congress
sought to lift these barriers by allowing certain tax-exempt organi-
zations to be shareholders in S corporations. However, the provi-
sions of subchapter S were enacted in 1958 and substantially modi-
fied in 1982 on the premise that all income of the S corporation (in-
cluding all gains on the sale of the stock) would be subject to a
shareholder-level income tax. This underlying premise allows the
rules governing S corporations to be relatively simple (in contrast,
for example, to the partnership rules of subchapter K) because of
the lack of concern about “transferring” income to non-taxpaying
persons. Consistent with this underlying premise of subchapter S,
the provision treats all the income flowing through to a tax-exempt
shareholder, and gains and losses from the disposition of the stock,
as unrelated business taxable income.

Explanation of Provision

Tax-exempt organizations described in Code sections 401(a) and
501(c)(8) (“qualified tax-exempt shareholders”) are allowed to be
shareholders in S corporations. For purposes of determining the
number of shareholders of an S corporation, a qualified tax-exempt
shareholder will count as one shareholder. An individual retire-
ment account is not a qualified tax-exempt shareholder.

Items of income or loss of an S corporation will flow-through to
qualified tax-exempt shareholders as UBTI, regardless of the
source or nature of such income (e.g., passive income of an S cor-
poration will flow through to the qualified tax-exempt shareholders
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as UBTL) In addition, gain or loss on the sale or other disposition
of stock of an S corporation by a qualified tax-exempt shareholder
will be treated as UBTI. A distribution of stock to a qualified plan
participant or beneficiary will be considered to be a taxable disposi-
tion.

If a qualified tax-exempt shareholder acquired, by purchase,
stock in an S corporation (whether such stock was acquired when
the corporation was a C or an S corporation) and receives a divi-
dend distribution with respect to such stock (i.e., a distribution of
subchapter C earnings and profits), except as provided in regula-
tions, the shareholder must reduce its basis in the stock by the
amount of the dividend. Regulations may provide that the basis re-
duction would apply only to the extent the dividend is deemed to
be allocable to subchapter C earnings and profits that accrued on
or before the date of acquisition. o e e i

Finally, certain special tax rules relating to employee stock own-
ership plans (“ESOPs”) will not apply with respect to S corporation
stock held by an ESOP. These rules include rules relating to cer-
tain contributions to ESOPs (sec. 404(a)(9)), the deduction for divi-
dends paid on employer securities (sec. 404(k)), and the rollover of
gain on the sale of stock to an ESOP (sec. 1042).

Effective Date

The provision applies to taxable years beginning after December
31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $3 million in 1998, $9 million in 1999, $11 million in
2000, $13 million in 2001, $15 million in 2002, $17 million in 2003,
$19 million in 2004, $21 million in 2005, and $23 million in 2006.

17. Reelection of subchapter S status (sec. 1317(b) of the
Small Business Act and sec. 1362 of the Code)

Present and Prior Law

A small business corporation that terminated its subchapter S
election (whether by revocation or otherwise) could not make an-
other election to be an S corporation for five taxable years unless
the Secretary of the Treasury consents to such election.

Reasons for Change

The Congress believed that, given the changes made by the Con-
gress to subchapter S, it was appropriate to allow corporations that
terminated their elections under subchapter S within the last five
years to re-elect subchapter S status without requiring the consent
of the Secretary.

Explanation of Provision

For purposes of the five-year rule, any termination of subchapter
S status in effect in a taxable year beginning before January 1,
1997, is not taken into account. Thus, a small business corporation
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may make an election to be an S corporation after the date of en-
actment without regard to any termination that may have occurred
in a taxable year beginning before January 1, 1997. This waiver of
the five-year rule applies to terminations that occurred before date
of enactment for re-elections after the date of enactment, as well
as terminations that occur in the period after the date of enact-
ment but before taxable years beginning after December 31, 1996.

Effective Date

The provision is effective for terminations occurring in a taxable
year beginning before January 1, 1997.

Revenue Eﬂ'ect v

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $5 million a year. In addition, the cumulative
interaction of various subchapter S provisions described above is
estimated to reduce Federal fiscal year budget receipts by an addi-
tional $3 million in 1997, $26 million in 1998, $32 million in 1999,
$37 million in 2000, $38 million in 2001, $39 million in 2002, $40
million in 2003, $40 million in 2004, $40 million in 2005, and $40
million in 2006.



IL PENSION SIMPLIFICATION PROVISIONS

A, Simplified Distribution Rules (secs. 1401-1404 of the Small
Business Act and secs. 72(d), 101(b), 401(a)(9), and 402(d)
of the Code)

Present and Prior Law

In general . .
In general, a distribution of benefits from a tax-favored retire-

ment arrangement (i.e., a qualified plan; a qualified annuity plan
(sec. 403(a)), and a tax-sheltered annuity contract (a sec. 403(b) an-
nuity)) generally is includible in gross income in the year it is paid
or distributed under the rules relating to the taxation of annuities.
Special rules apply in the case of lump-sum distributions and em-
ployer-provided death benefits. ‘

Lump-sum distributions

Under prior law, lump-sum distributions from qualified plans
and qualified annuity plans were eligible for special 5-year forward
averaging. In general, a lump-sum distribution was a distribution
within one taxable year of the balance to the credit of an employee
that became payable to the recipient (1) on account of the death of
the employee, (2) after the employee attains age 59-1/2, (3) on ac-
count of the employee’s separation from service, or (4) in the case
of self-employed individuals, on account of disability. Lump-sum
treatment was not available for distributions from a tax-sheltered
annuity. '

A taxpayer was permitted to make an election with respect to a
lump-sum distribution received on or after the employee attained
age 59-1/2 to use 5-year forward income averaging under the tax
rates in effect for the taxable year in which the distribution was
made. In general, this election allowed the taxpayer to pay a sepa-
rate tax on the lump-sum distribution that approximated the tax
that would be due if the lump-sum distribution were received in 5
equal installments. If the election was made, the taxpayer was en-
titled to deduct the amount of the lump-sum distribution from
gross income. Only one such election on or after age 59-1/2 could
be made with respect to any employee.

Special transition rules adopted in the Tax Reform Act of 1986
were available with respect to an employee who attained age 50 be-
fore January 1, 1986. Under these rules, an individual, trust, or es-
tate could elect to use 5-year forward income averaging (using
present-law tax rates) or 10-year forward income averaging (using
the tax rates in effect prior to the Tax Reform Act of 1986) with
regard to a single lump-sum distribution, without regard to wheth-
er the employee had attained age 59-1/2. In addition, an individual,
trust, or estate receiving a lump-sum' distribution with respect to

(133)
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such employee could elect to retain the capital gains character of
the pre-1974 portion of the lump-sum distribution (using a tax rate
of 20 percent).

$5,000 exclusion for employer-provided death benefits

Under prior law, the beneficiary or estate of a deceased employee
generally could exclude up to $5,000 in benefits paid by or on be-
half of an employer by reason of the employee’s death (sec. 101(b)).

Recovery of basis

Under present and prior law, amounts received as an annuity
under a qualified plan generally are includible in income in the
year received, except to the extent they represent the return of the
recipient’s investment in the contract (i.e., basis). Under prior law,
a pro-rata basis recovery rule generally applied, so that the portion
of any annuity payment that represented nontaxable return of
basis was determined by applying an exclusion ratio equal to the
employee’s total investment in the contract divided by the total ex-
pected payments over the term of the annuity.
~ Under a simplified alternative method provided by the Internal

Revenue Service (“IRS”) (Notice 88-118), the taxable portion of
qualifying annuity payments was determined under a simplified
exclusion ratic method. ‘

In no event can the total amount exciuded from income as non-
taxable return of basis be greater than the recipient’s total invest-
ment in the contract.

Required distributions

Prior law provided uniform minimum distribution rules generally

applicable to all types of tax-favored retirement vehicles, including
qualified plans and annuities, IRAs, and tax-sheltered annuities.
. Under prior law, a qualified plan was required to provide that
the entire interest of each participant would be distributed begin-
ning no later than the participant’s required beginning date (sec.
401(a)(9)). The required beginning date was generally April 1 of the
calendar year following the calendar year in which the plan partici-
pant or IRA owner attains age 70-1/2. In the case of a govern-
mental plan or a church plan, the required beginning date is the
later of (1), such April 1, or (2), the April 1 of the year following
the year in which the participant retireci).

Reasons for Change

In almost all cases, the responsibility for determining the tax li-
ability associated with a distribution from a qualiﬁeg plan, tax-
sheltered annuity, or IRA rests with the individual receiving the
distribution. Under prior law, this task could be burdensome.
Among other things, the taxpayer had to consider (1) whether spe-
cial tax rules applied that reduced the tax that otherwise would be
paid, (2) the amount of the taxpayer’s basis in the plan, annuity,
or IRA and the rate at which such basis was to be recovered, and
(8) whether or not a portion of the distribution was excludable from
income as a death benefit.

The number of special rules for taxing gension distributions
made it difficult for taxpayers to determine which method was best
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for them and also increased the likelihood of error. In addition, the
specifics of each of the rules created complexity. For example, the
prior-law rules for determining the rate at which a participant’s
basis in a qualified plan was recovered often entail calculations
that the average participant has difficulty performing. These rules
required a fairly precise estimate of the period over which benefits
are expected to be paid. The IRS publication on taxation of pension
distributions (Publication 939) contains over 60 pages of actuarial
tables used to determine total expected payments.

The original intent of the income averaging rules for pension dis-
tributions was to prevent a bunching of taxable income because a
taxpayer received all of the benefits in a qualified plan in a single
taxable year. Liberalization of the rollover rules in the Unemploy-
ment Compensation Amendments of 1992 increased taxpayers’ abil-
ity to determine the time of the income inclusion of pension dis-
tributions, and eliminated the need for special rules such as 5-year
forward income averaging to prevent bunching of income.

The Congress believed that it is inappropriate to require all par-
ticipants to commence distributions by age 70-1/2 without regard to
whether the participant is still employed by the employer. How-
ever, the accrued benefit of employees who retire after age 70-1/2
generally should be actuarially increased to take into account the
geriofc_i after age 70-1/2 in which the employee was not receiving

enefits. C

Explanation of Provisions
Lump-sum distributions -

The Small Business Act repeals 5-year averaging for lump-sum
distributions from qualified plans. Thus, the Small Business Act re-
peals the separate tax paid on a lump-sum distribution and also re-
peals the deduction from gross income for taxpayers who elect to
pay the separate tax on a lump-sum distribution. The Small Busi-
ness Act preserves the ability of certain individuals to elect 10-year

a;‘re::lréasgéing and capital gains treatment under the Tax Reform Act
o .

$5,000 exclusion for employer-provided death benefits
The Small Business Act repeals the $5,000 exclusion for em-
ployer-provided death benefits.

Recovery of basis

The Small Business Act provides that basis recovery on pay-
ments from qualified plans, qualified annuities, or tax-sheltered
annuities generally is determined under a method similar to the
prior-law simplified alternative method provided by the IRS. Under
the Small Business Act, the portion of each annuity payment that
represents a return of basis is equal to the employee’s total basis
as of the annuity starting date, divided by the number of antici-
pated payments under the table below. The number of anticipated
payments listed in the table is based on the employee’s age on the
annuity starting date. If the number of payments is fixed under the
terms of the annuity, that number is used instead of the number
of anticipated payments listed in the table.
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 Age ' - No.yof

Payments:
Not more than 55 .....eeevireeerreccneeeeesessensns 360
SB—B0 coooeeeeeeerrreeeteeeeeete e eeeresesaseesasassnes 310
G185 coeeereeereiieieeireereeenreeesirtreessnrssesearesas , 260
BB=T0 .eeeeernrrerirecrernrrreecereresaisereesesssensssersnsenens 210
More than 70 .....vieeniineennrceieeenessnressssrenes 160

The simplified method is not available if the primary annuitant
has attained age 75 on the annuity starting date unless there are
fewer than 5 years of guaranteed payments under the annuity. If,
in connection with commencement of annuity payments, the recipi-
ent receives a lump-sum payment that is not part of the annuity
stream, such payment is taxable under the rules relating to annu-
ities (sec. 72) as if received before the annuity starting date, and
the investment in the contract used to calculate the simplified ex-
clusion ratio for the annuity payments is reduced by the amount
of the payment. As under prior law, in no event is the total amount
excluded from income as nontaxable return of basis greater than
the recipient’s total investment in the contract.

Required distributions

The Small Business Act modifies the rule that requires all par-
ticipants in qualified plans to commence distributions by age 70-1/
2 without regard to whether the participant is still employed by the
employer and generally replaces it with the rule in effect prior to
the Tax Reform Act of 1986. Under the Small Business Act, dis-
tributions generally are required to begin by April 1 of the calendar
year following the later of (1) the calendar year in which the em-
ployee attains age 70-1/2 or (2) the calendar year in which the em-
ployee retires. However, in the case of a 5-percent owner of the em-
ployer, distributions are required to begin no later than the April
1 of the calendar year following the year in which the 5-percent
owner attains age 70-1/2. The Small Business Act does not provide
any relief from the application of the anticutback rules (sec.
411(d)(6)) for plan amendments that would eliminate the ability of
a pi?n participant who is not retired to begin distributions at age
70-1/2. '

In addition, in the case of an employee (other than a 5-percent
owner) who retires in a calendar year after attaining age 70-1/2,
the Small Business Act generally requires the employee’s accrued
benefit to be actuarially increased to take into account the period
after age 70-1/2 in which the employee was not receiving benefits
under the plan. Thus, under the Small Business Act, the employ-
ee’s accrued benefit is required to reflect the value of benefits that
the employee would have received if the employee had retired at
age 70-1/2 and had begun receiving benefits at that time. It is in-
tended that the actuarial adjustment rule does not apply in the
case of defined contribution plans.

The actuarial adjustment rule and the rule requiring 5-percent
owners to begin distributions after attainment of age 70-1/2 does-
not apjply, under the Small Business Act, in the case of a govern-
mental plan or church plan. ‘
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‘ Eﬂ'ecﬁve Dates
Lump-sum distributions ,
The provision is effective for téxaible»yyé\’ars béginnihé after De-
cember 31, 1998, V ’

$5,000 exclusion for employer-provided death benefits

The provision applies with respect to decedents dying after date
of enactment. ' g

Recovery of basis

The provision is effective with respect to annuity starting dates
beginning 90 days after the date of enactment.

Required distributions ' ' .

The provision is effective for years beginning after December 31,
1996, with respect to distributions otherwise required to begin after
such date. Thus, in the case of a participant who attains age 70-
1/2 in 1996, the required distributions do not have to begin until
April 1 of the year after the later of retirement or attainment of
age 70-1/2. If a participant is currently receiving distributions, but
does not have to under the provision, it is intended that a plan (or
annuity contract) could (but would not be required to) permit the
participant, with his or her consent, to stop receiving distributions
until such distributions are required under the provision.

Revenue Effect

The repeal of 5-year income averaging is estimated to increase
Federal fiscal year budget receipts by $74 million in 1997, $77 mil-
lion in 1998, $108 million in 1999, $78 million in 2000, $70 million
in 2001, $44 million in 2002, $17 million in 2003, and $15 million
in 2004, ' ‘ '

The repeal of the $5,000 death benefit exclusion is estimated to
increase Federal fiscal year budget receipts by $28 million in 1997,
$49 million in 1998, $52 million in 1999, $54 million in 2000, $55
million in 2001, $55 million in 2002, $56 million in 2003, $57 mil-
lion in 2004, $57 million in 2005, and $58 million in 2006. '
~ The simplified method for taxing annuity distributions under cer-
tain employer plans is estimated to increase Federal fiscal year
budget receipts by $22 million in 1997, $28 million in 1998, $28
million in 1999, $29 million in 2000, $29 million in 2001, $29 mil-
lion in 2002, $30 million in 2003, $30 million in 2004, $31 million
in 2005, and $31 million in2006. =~~~

The provision relating to minimum required distributions is esti-
mated to decrease Federal fiscal year budget receipts by $1 million
in 1997, $4 million in 1998, $4 million in 1999, $4 million in 2000,
$4 million in 2001, $4 million in 2002, $4 million in 2003, $4 mil-
lion in 2004, $4 million in 2005, and $4 million in 20086.
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B. Increased Access to Retirement Savings Plans

1. Establish SIMPLE retirement plans for employees of v
small employers (secs. 1421-1422 of the Small Business
Act and secs. 401(k) and 408(p) of the Code)

Present and Prior Law

Prior law did not contain rules relating to SIMPLE retirement
plans. However, prior law provided a number of ways in which in-
dividuals can save for retirement on a tax-favored basis. These in-
clude employer-sponsored retirement plans that meet the require-
ments of the Internal Revenue Code (a “qualified plan”) and indi-
vidual retirement arrangements (“IRAs”). Employees can earn sig-
nificant retirement benefits under employer-sponsored retirement
plans. However, in order to receive tax-favored treatment, such
plans must comply with a variety of rules, including complex non-
discrimination and administrative rules (including top-heavy rules).
Such plans are also subject to certain requirements under the labor
law provisions of the Employee Retirement Income Security Act of
1974 (“ERISA”).

‘TRAs are not subject to the same rules as qualified plans, but the
amount that can be contributed in any year is significantly less.
The maximum deductible IRA contribution for a year is limited to
$2,000. Distributions from IRAs and employer-sponsored retire-
ment plans are generally taxable when made. In addition, distribu-
tions prior to age 59-1/2 generally are subject to an additional 10-
percent early withdrawal tax. .

Contributions to an IRA can also be made by an employer at the
election of an employee under a salary reduction simplified em-
ployee pension (“SARSEP”). Under SARSEPs, which are not quali-
fied plans, employees can elect to have contributions made to the
SARSEP or to receive the contributions in cash. The amount the
employee elects to have contributed to the SARSEP is not currently
includible in income. The annual amount an employee can elect to
contribute to a SARSEP is limited to $9,500 for 1996. This dollar
limit is indexed for inflation in $500 increments. The election to
have amounts contributed to a SARSEP or received in cash is
available only if at least 50 percent of the eligible employees of the
employer elect to have amounts contributed to the SARSEP. In ad-
dition, such election is available for a taxable year only if the em-
ployer maintaining the SARSEP had 25 or fewer eligible employees
at all times during the prior taxable year. Elective deferrals under
SARSEPs are subject to a special nondiscrimination test.

Under one type of qualified plan that can be maintained by an
employer, employees can elect to reduce their taxable compensation
and have nontaxable contributions made to the plan. Such con-
tributions are called elective deferrals, and the plans which allow
such contributions are called qualified cash or deferred arrange-
ments (or “401(k) plans”). Like SARSEPs, the maximum annual
amount of elective deferrals that can be made by an individual is
$9,500 for 1996. A special nondiscrimination test applies to elective
deferrals. An employer may make contributions based on an em-
ployee’s elective contributions. Such contributions are called match-
ing contributions, and are subject to a special nondiscrimination
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test similar to the special nondiscrimination test applicable to elec-
tive deferrals.

Reasons for Change

Retirement plan coverage is lower among small employers than
among medium and large employers. The Congress believed that
one of the reasons small employers do not establish tax-qualified
retirement plans is the complexity of rules relating to such plans
and the cost of complying with such rules. The Congress believed
it appropriate to encourage small employers to adopt retirement
plans by providing a simplified retirement plan that is not subject
to the complex rules applicable to tax-qualified plans. ;

Among the rules applicable to tax-qualified plans are non-
discrimination rules that help to ensure that plans cover a broad
range of employees, not just an employer’s highly compensated em-
ployees. The Congress beiieved that the goal of the nondiscrimina-
tion rules, broad pension coverage, is an important one. Unfortu-
nately, the complicated nature of these rules may prevent small
employers from establishing any plan. The Congress believed that
the purposes of the nondiscrimination rules will be served in the
case of small employers if all full-time employees are given the op-
portunity to participate in the plan, the employer is required to
match employee contributions, and there are limits on the total
contributions that can be made.

The Congress believed that employees should be encouraged to
save for retirement, and thus believes a penalty should be imposed
on amounts withdrawn within a short period after the retirement
plan is adopted. ‘

Explanation of Provision

In general

The Small Business Act creates a simplified retirement plan for
small business called the savings incentive match plan for employ-
ees (“SIMPLE”) retirement plan. SIMPLE plans can be adopted by
employers who employ 100 or fewer employees who received at
least $5,000 in compensation during the preceding year and who do
not maintain another employer-sponsored retirement plan. A SIM-
PLE plan can be either an IRA for each employee or part of a
qualified cash or deferred arrangement (“401(k) plan”). If estab-
lished in IRA form, a SIMPLE plan is not subject to the non-
discrimination rules generally applicable to qualified plans (includ-
ing the top-heavy rules) and simplified reporting requirements
apply. Within limits, contributions to a SIMPLE plan are not tax-
able until withdrawn.

A SIMPLE plan can also be adopted as part of a 401(k) plan. In
that case, the plan does not have to satisfy the special non-
discrimination tests applicable to 401(k) plans and is not subject to
the top-heavy rules. The other qualified plan rules continue to

apply.
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SIMPLE retirement plans in IRA form

In general

A SIMPLE retirement plan allows employees to make elective
contributions to an IRA. Employee contributions have to be ex-
pressed as a percentage of the employee’s compensation, and can-
not exceed $6,000 per year. The $6,000 dollar limit is indexed for
inflation in $500 increments.

Under the Small Business Act, the employer is required to sat-
isfy one of two contribution formulas. Under the matching contribu-
tion formula, the employer generally is required to match employeé
elective contributions on a dollar-for-dollar basis up to 3 percent of
the employee’s compensation. Under a special rule, the employer
can elect a lower percentage matching contribution for all employ-
ees (but not less than 1 percent of each employee’s compensation).
In order for the employer to lower the matching percentage for any
year, the employer has to notify employees of the applicable match
within a reasonable time before the 60-day election period for the
year (described below). In addition, a lower percentage cannot be
elected for more than 2 out of any 5 years.

Alternatively, for any year, an employer is permitted to elect, in
lieu of making matching contributions, to make a 2 percent of com-
pensation nonelective contribution on behalf of each eligible em-
ployee with at least $5,000 in compensation for such year. For pur-
poses of determining the 2 percent of compensation nonelective con-
tribution, no more than $150,000 of compensation (indexed in ac-
cordance with section 401(a)(17)) can be taken into account in any
year with respect to any eligible employee. If such an election is
made, the employer has to notify eligible employees of the change
within a reasonable period before the 60-day election period for the
year (described below). No contributions other than employee elec-
tive contributions and required employer matching contributions
(or, alternatively, required employer nonelective contributions) can
be made to a SIMPLE account. '

Only employers who employ 100 or fewer employees who received
compensation for the preceding year of at least $5,000 and who do
not currently maintain a qualified plan can establish SIMPLE re-
tirement accounts for their employees.130

Each employee of the employer who received at least $5,000 in
compensation from the employer during any 2 prior years and who
is reasonably expected to receive at least $5,000 in compensation
during the year must be eligible to participate in the SIMPLE plan.
Nonresident aliens and employees covered under a collective bar-
gaining agreement do not have to be eligible to participate in the
SIMPLE plan. Self-employed individuals can participate in a SIM-
PLE plan.

All contributions to an employee’s SIMPLE account have to be
fully vested. '

Distributions from a SIMPLE plan generally are taxed as under
the rules relating to IRAs, except that an increased early with-

130 SIMPLE IRA plans of tax-exempt employers and State and local governments are not sub-
ject to the limits of section 457.
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drawal tax (25 percent) applies to distributions within the first 2
years the employee first participates in the SIMPLE plan.

Tax treatment of SIMPLE accounts, contnbutwns, and dis-
tributions

Contributions to a SIMPLE account generally are deductible by
the employer. In the case of matching contributions, the employer
is allowed a deduction for a year only if the contributions are made
by the due date (including extensions) for the employer’s tax re-
turn. Contributions to a SIMPLE account are excludable from the
employee’s income. SIMPLE accounts, like IRAs, are not subject to
tax. Distributions from a SIMPLE retirement account generally are
taxed under the rules applicable to IRAs. Thus, they are includible
in income when withdrawn. Tax-free rollovers can be made from
one SIMPLE account to another. A SIMPLE account can be rolled
over to an IRA on a tax-free basis after a two-year period has ex-
pired since the individual first participated in the SIMPLE plan. To
the extent an employee is no longer participating in a SIMPLE
plan (e.g., the employee has terminated employment), and 2 years
have explred since the employee first participated in the plan, the
employee may treat the SIMPLE account as an IRA.

Early withdrawals from a SIMPLE account generally are be sub-
ject to the 10-percent early withdrawal tax applicable to IRAs.
However, withdrawals of contributions during the 2-year period be-
ginning on the date the employee first participated in thé SIMPLE
plan are subject to a 25-percent early withdrawal tax (rather than
10 percent).

Employer matching and nonelective contributions to a SIMPLE
ﬁcclzgunt are not subject to employment taxes or income tax with-

olding

Administrative requirements

Each eligible employee can elect, within the 60-day period before
~ the beginning of any year (or the 60- day period before first becom-
ing eligible to participate), to participate in the SIMPLE plan (i.e.,
to make elective deferrals), and to modify any previous elections re-
garding the amount of contributions. An employer is required to
contribute employees’ elective deferrals to the employee’s SIMPLE
account within 30 days after the end of the month te which the
contributions relate.131 Employees must be allowed to terminate
participation in the SIMPLE plan at any time during the year (i.e.,
to stop making contributions). The plan can provide that an em-
ployee who terminates participation cannot resume participation
until the following year. A plan can permit (but is not required to
permit) an individual to make other changes to his or her salary
reduction contribution election during the year (e.g., reduce con-
tributions).

131The Small Business Act did not amend the requirements of Title I of ERISA with respect
to the time that contributions must be made to a plan. It is anticipated that the Secretary of
Labor will provide that the rule applicable to salary reduction elective contributions requiring
plan contributions to be made by no later than the 15th day of the month follown the month
in which such amounts would otherwise have been payable to the 1partmlpant in cash is satisfied
in the case of a SIMPLE plan if such contributions are made no later than the 30th day of the’
month following the month in which such contributions would otherwise have been paid in cash.
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An employer is permitted to designate a SIMPLE account trustee
to which contributions on behalf of eligible employees are made, if
the participant is notified in writing that the participant’s balance
may be transferred without cost or penalty. In such a case, the
rules relating to SIMPLE accounts do not preclude the employer
from opening a SIMPLE account on behalf of eligible employees.

Reporting requirements

The Small Business Act provides simplified reporting require-
ments for SIMPLE accounts and amends title I of ERISA to pro-
vide that no reports other than those specified by the Act may be
required.

Trustee requirements.—The trustee of a SIMPLE account is re-
quired each year to prepare, and provide to the employer maintain-
ing the SIMPLE plan, a summary description containing the fol-
lowing basic information about the plan: the name and address of
the employer and the trustee; the requirements for eligibility; the
benefits provided under the plan; the time and method of making
salary reduction elections; and the procedures for and effects of,
withdrawals (including rollovers) from the SIMPLE account. At
least once a year, the trustee is also required to furnish an account

statement to each individual maintaining a SIMPLE account. In
addition, the trustee is required to file an annual report with the
Secretary. A trustee who fails to provide any of such reports or de-
scriptions will be subject to a penalty of $50 per day until such fail-
ure is corrected, unless the failure is due to reasonable cause.

Employer reports.—The employer maintaining a SIMPLE plan is
required to notify each employee of the employee’s opportunity to
make salary reduction contributions under the plan as well as the
contribution alternative chosen by the employer immediately before
the employee becomes eligible to make such election. This notice
must include a copy of the summary description prepared by the
trustee. An employer who fails to provide such notice will be sub-
ject to a penalty of $50 per day on which such failure continues,
unless the failure is due to reasonable cause.

Fiduciary rules.—The Small Business Act amends title I of
ERISA to provide that the employer (and any other plan fiduciary)
is not subject to fiduciary liability resulting from the employee (or
beneficiary) exercising control over the assets in the SIMPLE ac-
count. For this purpose, an employee (or beneficiary) is treated as
exercisinfg control over the assets in his or her account upon the
earlier of (1) an affirmative election with respect to the initial in-
vestment of any contributions, (2) a rollover contribution (including
a trustee-to-trustee transfer) to another SIMPLE account or IRA,
or (3) one year after the SIMPLE account is established.

Definitions

For purposes of the rules relating to SIMPLE plans, compensa-
tion means compensation required to be reported by the employer
on Form W-2, plus any elective deferrals of the employee. In the
case of a self-employed - individual, compensation means net earn-
ings from self-employment. The term employer includes the em-
Eloyer and related employers. Related emﬁloyers includes trades or

usinesses under common control (whether incorporated or not),
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controlled groups of corporations, and affiliated service groups. In
addition, the leased employee rules apply.

For purposes of the rule prohibiting an employer from establish-
ing a SIMPLE plan, if the employer has another qualified plan, an
employer is treated as maintaining a qualified plan if the employer
(or a predecessor employer) maintained a qualified plan with re-
spect to which contributions were made, or benefits were accrued,
with respect to service for any year in the period beginning with
the year the SIMPLE plan became effective and ending with the
year for which the determination is being made. A qualified plan
includes a qualified retirement plan, a qualified annuity plan, a
governmental plan, a tax-sheltered annuity, and a simplified em-
ployee pension.

SIMPLE 401(k) plans

In general, under the Small Business Act, a cash or deferred ar-
rangement (i.e., 401(k) plan), is deemed to satisfy the special non--
discrimination tests applicable to employee elective deferrals and
employer matching contributions if the plan satisfies the contribu-
tion requirements applicable to SIMPLE plans. In addition, the
plan is not subject to the top-heavy rules for any year for which
this safe harbor is satisfied. The plan is subject to the other quali-
fied plan rules. »

The safe harbor is satisfied if, for the year, the employer does not
maintain another qualified plan and (1) employees’ elective defer-
rals are limited to no more than $6,000, (2) the employer matches
employees’ elective deferrals up to 3 percent of compensation (or,
alternatively, makes a 2 percent of compensation nonelective con-
tribution on behalf of all eligible employees with at least $5,000 in
compensation), and (3) no other contributions are made to the ar-
rangement. Contributions under the safe harbor have to be 100
percent vested. The employer cannot reduce the matching percent-
age below 3 percent of compensation.

SIMPLE 401(k) plans established by tax-exempt employers are
not subject to the limits on deferred compensation plans of such
employers under section 457 of the Code.132

Repeal of SARSEPs

Under the Act, the present-law rules permitting SARSEPs are
repealed.

Effective Date

The provisions relating to SIMPLE plans are effective for years
beginning after December 31, 1996.

The repeal of SARSEPs applies after December 31, 1996, unless
the SARSEP was established before January 1, 1997. Con-
sequently, an employer is not permitted to establish a SARSEP
after December 31, 1996. SARSEPs established before January 1,
1997, can continue to receive contributions under present-law
rules, and new employees of the employer hired after December 31,

132 State and local government employers are not eligible to maintain a SIMPLE ‘séction
401(k) plan because they are not eligible to maintain section 401(k) plans.
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1996, can participate in the SARSEP in accordance with such
rules.133 ‘

... .= ... . . Revenue Effect
The provisions relating to SIMPLE plans and the repeal of
SARSEPs are estimated to reduce Federal fiscal year bud%et re-
ceipts by $50 million in 1997, $76 million in 1998, $79 million in
1999, $81 million in 2000, $84 million in 2001, $87 million in 2002,
$91 million in 2003, $94 million in 2004, $97 million in 2005, and
$101 million in 2006.

2. Tax-exempt organizations eligible under section 401(k)
(is]ec.clt‘llZG)i of the Small Business Act and sec. 401(k) of
the Code

Present and Prior Law

Under prior law, tax-exempt and State and local government or-
ganizations generally were prohibited from establishing qualified
cash or deferred arrangements (sec. 401(k) plans). Qualified cash or
deferred arrangements (1) of rural cooperatives, (2) adopted by
State and local governments before May 6, 1986, or (3) adopted by
tax-exempt organizations before July 2, 1986, were not sulgject to
this prohibition.

Under present and prior law, there is no specific statutory provi-
sion governing the Federal income tax liabilit’y of Indian tribes.134

'However, the Internal Revenue Service (“IRS”) has long taken the
position that Indian tribal governments, as well as wholly-owned
tribal corporations chartered under Federal law, are not taxable
entities and, thus, are immune from Federal income taxes.135 More
recently, the IRS has ruled that any income earned by an unincor-
porated Indian tribal government or Federally chartered tribal cor-
poration is not subject to Federal income tax, regardless of whether
the activities that produced the income are conducted on or off the
tribe’s reservation.13¢ No inference is intended as to the Congress’
view of the positions taken by the Internal Revenue Service.

Reasons for Change

The Congress believed that nongovernmental tax-exempt entities
should be permitted to maintain qualified cash or deferred arrange-
ments for their employees on the same basis as other employers.

Explanation of Provision

-The Small Business Act allows tax-exempt organizations (includ-
ing, for this i)urpose, Indian tribal governments, a subdivision of an
Indian tribal government, an agency or instrumentality of an In-

133 A technical correction may be necessary so that the statute reflects this intent.

134 Section 7871 provides that Indian tribal governments are treated as States for certain lim-
ited tax purposes, such as the issuance of certain tax-exempt bonds, certain excise tax exemp-
tions, and for eligibility to receive deductible charitable contributions. Section 7871 also treats
Indian tribal governments as States for purposes of the provision that permits State and local

overnment educational organizations to maintain tax-sheltered annuity plans (sec. 403(b)).
owever, section 7871 does not treat Indian tribal governments as States or State governments
for purposes of section 401(k). o
135 See Rev. Rul. 67-284, 1967-2 C.B. 55; Rev. Rul. 81-295, 1981-2 C.B. 15.
136 See Rev. Rul. 94-16, 1924-1 C.B. 19; Rev. Rul. 94-65, 1994-2 C.B. 14.
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dian tribal government or subdivision thereof, or a corporation
chartered under Federal, State, or tribal law which is owned in
whole or in part by any of such entities) to maintain qualified cash
or deferred arrangements. The Small Business Act retains the
present-law prohibition against the maintenance of cash or de-
ferred arrangements by State and local governments, except to the
extent it may apply to Indian tribes. R

Eﬁ'éctive Date

The provision is effective for plan years beginning after Decem-
ber 31, 1996. No inference is intended with respect to whether In-
dian tribal governments are permitted to maintain qualified cash
or deferred arrangements under present law. '

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $8 million in 1997, $22 million in 1998, $24 million in
1999, $25 million in 2000, $26 million in 2001, $28 million in 2002,
$29 million in 2003, $30 million in 2004, $31 million in 2005, and
$31 million in 2006.

3. Spousal IRAs (sec. 1427 of the Small Business Act and sec.
219 of the Code)

Present and Prior Law

Within limits, an individual is allowed a deduction for contribu-
tions to an individual retirement account or an individual retire-
.ment annuity (an “IRA”). An individual generally is not subject to
income tax on amounts held in an IRA, including earnings on con-
tributions, until the amounts are withdrawn from the IRA.

Under present law, the maximum deductible contribution that
can be made to an IRA generally is the lesser of $2,000 or 100 per-
cent of an individual’s compensation (earned income in the case of
a self-employed individual). Under prior law, in the case of a mar-
ried individual whose spouse has no compensation (or elects to be
treated as having no compensation), the §2,000 maximum limit on
deductible IRA contributions is increased to $2,250.

The maximum permitted IRA deduction is phased out if the indi-
vidual (or the individual’s spouse) is an active participant in an
employer-sponsored retirement plan. The phase-out range is from
$25,000 to $35,000 of adjusted gross income for single taxpayers
and from $40,000 to $50,000 for married taxpayers filing a joint re-
turn.

Reasons for Change

The Congress was concerned about the national savings rate, and
believed that individuals should be encouraged to save. The Con-
gress believed that the ability to make deductible contributions to
an IRA is a significant savings incentive. However, this incentive
was not available to all taxpayers under prior law. The Congress
believed that the prior-law rules relating to deductible IRAs penal-
ized American homemakers. The Congress believed that IRA con-

172-804 97 . ¢
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tributions should be permitted for both spousesb even though only
one spouse works. :

Explanation of Provision

The Small Business Act modifies the rules relating to the maxi-
mum deductible IRA contribution by permitting deductible IRA
contributions of up to $2,000 to be made for each spouse (including,
for example, a homemaker who does not work outside the home)
if the combined compensation of both spouses is at least equal to
the contributed amount. The Small Business Act does not modify
the rules phasing out the maximum deduction in the case of an in-
dividual who is (or whose spouse is) an active participant in an em-
ployer-sponsored retirement plan.

Effective Date

" . The provision is effective for taxable years beginning after De-
cember 31, 1996. ‘ ‘ :

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $57 million in 1997, $168 million in 1998, $184 million
in 1999, $195 million in 2000, $206 million in 2001, $219 million
in 2002, $233 million in 2003, $248 million in 2004, $264 million
in 2005, and $281 million in 20086.

C. Nondiscrimination Provisions

1. Definition of highly compensated employees and repeal of
family aggregation rules (sec. 1431 of the Small Business
Act and secs. 401(a)(17), 404(1), and 414(g) of the Code) '

Prior Law

Definition of highly compensated employee

Under prior law, an employee, including a self-employed individ-
ual, is treated as highly compensated if, at any time during the
year or the preceding year, the employee (1) was a 5-percent owner
of the employer, (2) received more than $100,000 (for 1996) in an-
nual compensation from the employer, (3) received more than
$66,000 (for 1996) in annual compensation from the employer and
was one of the top-paid 20 percent of employees during the same
year, or (4) was an officer of the employer who received compensa-
tion in excess of $60,000 (for 1996). If, for any year, no officer had
compensation in excess of the threshold, then the highest paid offi-
cer of the employer was treated as a highly compensated employee.

Family aggregation rules

Under prior law, a special rule applied with respect to the treat-
ment of family members of certain highly compensated employees
for purposes of the nondiscrimination rules applicable to qualified
plans. Under the special rule, if an employee was a family member
of either a 5-percent owner or 1 of the top-10 highly compensated
employees by compensation, then any compensation paid to such
family member and any contribution or benefit under the plan on
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behalf of such family member was aggregated with the compensa-
tion paid and contributions or benefits on behalf of the 5-percent
owner or the highly compensated employee in the top-10 employees
by compensation. Therefore, such family member and employee
were treated as a single highly compensated employee. An individ-
ual was considered a family member if, with respect to an em-
ployee, the individual is a spouse, lineal ascendant or descendant,
or spouses of a lineal ascendant or descendant of the employee.

Similar family aggregation rules applied with respect to the
$150,000 (for 1996) limit on compensation that may be taken into
account under a qualified plan (sec. 401(a)(17)) and for deduction
purposes (sec. 404(1)). However, under such provisions, only the
spouse of the employee and lineal descendants of the employee who
have not attained age 19 were taken into account.

Reasons for Change

‘Under prior law, the administrative burden on plan sponsors to
determine which employees were highly compensated could be sig-
nificant. The various categories of highly compensated employees
required employers to perform a number of calculations that for
many employers had largely duplicative results.

The family aggregation rules imposed undue restrictions on the
ability of a family-owned small business to provide adequate retire-
ment benefits for all members of the family working for the busi-
ness. In addition, the complexity of the calculations required under
the family aggregation rules appeared to be unnecessary in light of
the numerous other provisions that ensure that qualified pension
plans do not disproportionately favor highly compensated employ-
ees.

Explanation of Provision

Definition of highly compensated employee

Under the Small Business Act, an employee is treated as highly
compensated if the employee (1) was a 5-percent owner of the em-
ployer at any time during the year or the preceding year or (2) ei-
ther (a) had compensation for the preceding year in excess of
$80,000 (indexed for inflation) or (b) at the election of the employer
had compensation for the preceding year in excess of $80,000 (in-
dexed for inflation) and was in the top 20 percent of employees by
compensation for such year. The Act also repeals the rule requiring
the highest paid officer to be treated as a highly compensated em-
ployee. The employer can make the election described in (2)(b) an-
nually without the consent of the Secretary. - o

Family aggregation t_fules e %
The Small Business Act repeals the family aggregation rules.
Effective Date o 7
The provisions are effective for years beginning after December

31, 1996, except that in determining whether an employee is highly
compensated in 1997, the provisions are treated as effective in

1996. Thus, in determining whether someone was highly com-
i P o
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p‘en‘séted in 1997, the family aggregation rules do not apply in de-
termining the employee’s compensation for 1996. :

'Revenue Effect

The estimated effect of the modified definition of highly com-
pensated employee and the repeal of the family aggregation rules
on Federal fiscal year budget receipts generally is included with
other provisions.

2. Modification of additional partic’ipationv requirements
(sec. 1432 of the Small Business Act and sec. 401(a)(26)
of the Code)

Prior Law

Under prior law, a plan was not a qualified plan unless it bene-
fited no fewer than the lesser of (a) 50 employees of the employer
or (b) 40 percent of all employees of the employer (sec. 401(a)(26)).
This requirement could not be satisfied by aggregating comparable
plans, but could be applied separately to different lines of business
of the employer. A line of business of the employer did not qualify
as a separate line of business unless it had at least 50 employees.

Reasons for Change

The minimum participation rule was adopted in the Tax Reform
Act of 1986 because the Congress believed that it was inappropri-
ate to permit an employer to maintain multiple plans, each of
which covered a very small number of employees. Although plans
that are aggregated for nondiscrimination purposes are required to
satisfy comparability requirements with respect to the amount of
contributions or benefits, such an arrangement may still discrimi-
nate in favor of highly compensated employees.

However, it is appropriate to better target the minimum partici-
pation rule by limiting the scope of the rule to defined benefit pen-
sion plans and increasing the minimum number of employees re-
quired to be covered under very small plans.

Also, the arbitrary requirement that a line of business must have
at least 50 employees requires application of the minimum partici-
pation rule on an employer-wide basis in some cases in which the
employer truly has separate lines of business.

Explanation of Provision

The Small Business Act provides that the minimum participation
rule applies only to defined benefit pension plans. In addition, the
Act provides that a defined benefit pension plan does not satisfy
the rule unless it benefits no fewer than the lesser of (1) 50 em-
ployees or (2) the greater of (a) 40 percent of all employees of the
exlrlplo;,;er or (b) 2 employees (1 employee if there is only 1 em-
ployee). :

The Small Business Act provides that the requirement that a
line of business has at least 50 employees does not apply in deter-
mining whether a plan satisfies the minimum participation rule on
a separate line of business basis. ‘
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Effective Date

The provision is effective for years beginning after December 31,
1996. '

Revenue Effect ’ »
The modification to the minimum participation rule is estimated
to have a negligible effect on Federal fiscal year budget receipts.
3. Nondiscrimination rules for qualified cash or deferred ar-
rangements and matching contributions (sec. 1433 of the

Small Business Act and secs. 401(k) and 401(m) of the
Code)

Present and Prior Law

Under present and prior law, a profit-sharing or stock bonus
plan, a pre-ERISA money purchase pension plan, or a rural cooper-
ative plan may include a qualified cash or deferred arrangement
(sec. 401(k)). Under such an arrangement, an employee may elect
to have the employer make payments as contributions to a plan on
behalf of the employee, or to the employee directly in cash. Con-
tributions made at the election of the employee are called elective
deferrals. The maximum annual amount of elective deferrals that
can be made by an individual is $9,500 for 1996. This dollar limit
is indexed for inflation. A special nondiscrimination test applies to
cash or deferred arrangements. ,

The special nondiscrimination test is satisfied if the actual defer-
ral percentage (ADP) for eligible highly compensated employees for
a plan year is equal to or less than either (1) 125 percent of the
ADP of all nonhighly compensated employees eligible to defer
under the arrangement or (2) the lesser of 200 percent of the ADP
of all eligible nonhighly compensated employees or such ADP plus
2 percentage points. The ADP for a group of employees is the aver-
age of the ratios (calculated separately for each employee in the
group) of the contributions paid to the plan on behalf of the em-
ployee to the employee’s compensation. o

Employer matching contributions and after-tax employee con-
tributions under qualified defined contribution plans are subject to
a special nondiscrimination test (the actual contribution percentage
(“ACP”) test) similar to the special nondiscrimination test applica-
ble to qualified cash or deferred arrangements. The special non-
discrimination test is satisfied for a plan year if the ACP for eligi-
ble highly compensated employees does not exceed the greater of
(1) 125 percent of the ACP for all other eligible employees, or (2)
the lesser of 200 percent of the contribution percentage for all other
eligible employees, or such percentage plus 2 percentage points,
The ACP for a group of employees for a plan year is the average
of the ratios (calculated separately for each employee in the group)
of the sum of matching and after-tax employee contributions on be-
half of each such employee to the employee’s compensation for the
year. Employer matching contributions that satisfy certain require-
ments can be used to satisfy the ADP test, but, to the extent so
x%eg,tsuch contributions cannot be considered when calculating the

est.
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A plan that would otherwise fail to meet the special non-
discrimination test for qualified cash or deferred arrangements is
not treated as failing such test if excess contributions (with alloca-
ble income) are distributed to the employee or, in accordance with
Treasury regulations, recharacterized as after-tax employee con-
tributions. For purposes of this rule under prior law, in determin-
ing the amount of excess contributions and the employees to whom
they are allocated, the elective deferrals of highly compensated em-
ployees were reduced in the order of their actual deferral percent-
age beginning with those highly compensated employees with the
highest actual deferral percentages. A similar rule applied to em-
ployer matching contributions.

- Reasons for Change

The sources of complexity generally associated with the non-
discrimination requirements for qualified cash or deferred arrange-
ments and matching contributions are the recordkeeping necessary
to monitor employee elections, the calculations involved in applying
the tests, and the correction mechanism, i.e., what to do if the plan
fails the tests. :

The Congress believed that the complexity of nondiscrimination
requirements, particularly after the Tax Reform Act of 1986
changes that imposed a dollar cap on elective deferrals ($9,500 in
1996), was not justified by the marginal additional participation of
rank-and-file employees‘tiat might%:e achieved by the operation of
these requirements. The result that the nondiscrimination rules
are intended to produce can also be achieved by creating an incen-
tive for employers to provide certain matching contributions or non-
elective contributions on behalf of rank-and-file employees. Such
contributions should create a sufficient inducement to rank-and-file
employee participation. Thus, the Congress believed it appropriate
to provide a design-based safe harbor for qualified cash or degerred
arrangements. Plans that satisfy the safe harbors would not have
to satisfy the nondiscrimination tests for cash or deferred arrange-
ments.

In addition, the significant simplification that a design-based
safe harbor test achieves may reduce the complexity of the quali-
fied cash or deferred arrangement requirements enough to encour-
age additional employers to establish such plans, thereby expand-
ing employee access to voluntary retirement savings arrangements.
The adoption of a nondiscrimination safe harbor that eliminates
the testing of actual plan contributions removes a significant ad-
ministrative burden that may act as a deterrent to employers who
would not otherwise set up such a plan. Thus, the adoption of a
simpler nondiscrimination test may encourage more employers,
particularly small employers, who do not now provide any tax-fa-
vored retirement plan for their employees, to set up such plans.

A design-based nondiscrimination test provides certainty to an
employer and plan participants that does not exist under present
law. Under such a test, an employer will know at the beginning of
each plan year whether the plan satisfies the nondiscrimination re-
quirements for the year. ‘

Simplifying the nondiscrimination tests will also reduce adminis-
trative burdens for those plans that do not utilize the safe harbor.
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Explanation of Provisions

In general
The Small Business Act modifies the prior-law nondiscrimination
test applicable to elective deferrals (and employer matching and
after-tax employee contributions) to provide that the maximum per-
mitted ADP (or ACP) for highly compensated employees for the
year is generally determined %y reference to the ADP (or ACP) for
nonhighly compensated employees for the preceding, rather than
the current, year. o s

In addition, the Small Business Act adds alternative methods of
satisfying the special nondiscrimination requirements applicable to
elective deferrals and employer matching contributions. Under
these safe harbor rules, a cash or deferred arrangement is treated
as satisfying the ADP test if the plan of which the arrangement is
a part (or any other plan of the employer maintained with respect
to the employees eligible to participate in the cash or deferred ar-
rangement) meets (1) one of two contribution requirements and (2)
a notice requirement. A plan satisfies the safe harbor with respect
to matching contributions if (1) the plan meets the contribution and
notice requirements under the safe harbor for cash or deferred ar-
rangements, and (2) the plan satisfies a special limitation on
matching contributions. These safe harbors permit a plan to satisfy
the special nondiscrimination tests through plan design, rather
than through the testing of actual contributions.

The Small Business Act also modifies the method of determining
excess contributions under the present-law nondiscrimination test,
Prior-year data , y

The Small Business Act modifies the special nondiscrimination
tests applicable to elective deferrals (and employer matching and
after-tax employee contributions) to provide that the maximum per-
mitted ADP (and ACP) for highly compensated employees for the
year is determined by reference to the ADP (and ACP) for non-
highly compensated employees for the preceding, rather than the
current, year. There is no (required or permitted) recalculation in-
volved in applying the prior year data. For example, the prior year
information is used even if the number of persons who are non-
highly compensated in the prior year is different that the number
of persons who are nonhighly compensated in the current year.
Similarly, using prior-year data in 1997, the data for 1996 is used,
even though the definition of highly compensated employee (and
therefore nonhighly compensated employee) was different in 1996
than it is in 1997. The data for the 1996 year is not recalculated
using the new definition of highly compensated employee.

A special rule applies for the first plan year. In the case of the
first plan year of any plan (other than ' a successor plan), the
amount taken into account as the ADP (or ACP) for nonhighly com-
pensated employees for the prior year is generally 3 percent. Alter-
natively, the employer can elect to use the ADP (or ACP) for such
first plan year. , o

Instead of using prior-year data, an employer is allowed to elect
to use the current year ADP (and ACP). Such an election can be
revoked only as provided by the Secretary.
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Safe harbor for cash or deferred arrangements

The Small Business Act provides that a cash or deferred arrange-
ment satisfies the special nondiscrimination tests if the plan satis-
fies one of two contribution requirements and satisfies a notice re-
quirement. o I ‘ : '

A plan satisfies the contribution requirements under the safe
harbor rule for qualified cash or deferred arrangements if the em-
ployer either (1) satisfies a matching contribution requirement or
(2) makes a nonelective contribution to a defined contribution plan .
of at least 3 percent of an employee’s compensation on behalf of
each nonhighly compensated employee who is eligible to participate
in the arrangement without regard to whether the employee makes
elective contributions under the arrangement. The contribution re-
quirement must be met without regard to the permitted disparity
rules (sec. 401(1)).

A plan satisfies the matching contribution requirement if, under
the arrangement: (1) the employer makes a matching contribution
on behalf of each nonhighly compensated employee that is equal to
(a) 100 percent of the employee’s elective deferrals up to 3 percent
of compensation and (b) 50 percent of the employee’s elective defer-
rals from 3 to 5 percent of compensation; and (2), the rate of match
with respect to any elective contribution for highly compensated
employees is not greater than the rate of match for nonhighly com-
pensated employees. ) '

Alternatively, if the rate of matching contribution with respect to
any rate of elective contribution is not equal to the percentages de-
scribed in the preceding paragraph, the matching contribution re-
quirement is deemed to be satisfied if (1), the rate of an employer’s
matching contribution does not increase as an employee’s rate of
elective deferral increases and (2), the aggregate amount of match-
ing contributions at such rate of elective deferral at least equals
the aggregate amount of matching contributions that would be
made if matching contributions satisfied the above percentage re-
quirements. For example, the alternative test is satisfied if an em-
ployer matches 125 percent of an employee’s elective deferral up to
the first 3 percent of compensation, 25 percent of elective deferrals
from 3 to 4 percent of compensation, and provides no match there-
after. However, the alternative test is not satisfied if an employer
matches 80 percent of an employee’s elective deferrals up to the
first 5 percent of compensation. The former example satisfies the
alternative test because the employer match does not increase and
the aggregate amount of matching contributions at any rate of elec-
tive deferral is at least equal to the aggregate amount of matching
contributions required under the general safe harbor rule. The lat-
ter example does not satisfy the alternative test because the aggre-
gate amount of matching contributions at any rate of elective defer-
ral does not equal the aggregate amount of matching contributions
required under the general safe harbor rule.

Employer matching and nonelective contributions used to satisfy
the contribution requirements of the safe harbor rules are required
to be nonforfeitable and are subject to the restrictions on withdraw-
als that apply to an employee’s elective deferrals under a qualified
cash or deferred arrangement (sec. 401(k)(2)(B) and (C)). It is in-
tended that employer matching and nonelective contributions used -



153

to satisfy the contribution requirements of the safe harbor rules
generally can be used to satisfy other qualified retirement plan
nondiscrimination rules (except the special nondiscrimination test
applicable to employer matching contributions (the ACP test)). So,
. for example, a cross-tested defined contribution plan that includes
a qualified cash or deferred arrangement can consider such em-
ployer matching and nonelective contributions in testing.13? How-
ever, contributions used to satisfy the safe harbor cannot be taken
into account in determining whether a plan meets the permitted
disparity rules (sec. 401(1)).

The notice requirement is satisfied if each employee eligible to
participate in the arrangement is given written notice, within a
reasonable period before any year, of the employee’s rights and ob-
ligations under the arrangement.

Alternative method of satisfying special nondiscrimination
test for matching contributions -
The Small Business Act provides a safe harbor method of satisfy-
ing the special nondiscrimination test applicable to employer
matching contributions (the ACP test). Under this safe harbor, a
plan is treated as meeting the special nondiscrimination test if (1),
the plan meets the contribution and notice requirements applicable
under the safe harbor method of satisfying the special non-
discrimination requirement for qualified cash or deferred arrange-
ments, and (2), the plan satisfies a special limitation on matching
contributions. ,
The limitation on matching contributions is satisfied if: (1), the
employer matching contributions on behalf of any employee may
not be made with respect to employee after-tax contributions or
elective deferrals in excess of 6 percent of compensation; (2), the
rate of an employer’s matching contribution does not increase as
the rate of an employee’s after-tax contributions or elective defer-
rals increases; and (3), the matching contribution with respect to
any highly compensated employee at any rate of employee after-tax
contribution or elective deferral is not greater than that with re-
spect to an employee who is not highly compensated.
Any after-tax employee contributions' made under the qualified
cash or deferred arrangement continue to be tested under the ACP
test. Employer matching and nonelective contributions used to sat-
isfy the safe harbor rules for qualified cash or deferred arrange-
ments cannot be considered in applying such test. However, em-
ployer matching and nonelective contributions in excess of . the
amount required to satisfy the safe harbor rules for qualified cash
or ;lleferred arrangements can be taken into account in applying
such test. .

1371t is intended that if two plans which include qualified cash or deferred arrangements are
treated as one plan for purposes of the nondiscrimination and coverage rules, such qualified
cash or deferred arrangements will be treated as one qualified cash or deferred arrangement
for purposes of the safe harbor rules. In such a case, unless both qualified cash or deferred ar-
rangements satisfied the safe harbor, both qualified cash of: deferred arrangements tested to-
gether will have to satisfy the ADP and ACP tests. ’ :
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Distribution of excess contributions and excess aggregate
_contributions .

. The Small Business Act provides that the total amount of excess
contributions (and excess aggregate contributions) is determined as
under prior law, but the distribution of excess contributions (and
excess aggregate contributions) are required to be made on the
basis of the amount of contribution by, or on behalf of, each highly
compensated employee. Thus, excess contributions (and excess ag-
gregate contributions) are deemed attributable first to those highly
compensated employees who have the greatest dollar amount of
elective deferrals. This modified distribution method also applies to
excess contributions that are treated as distributed to an employee
and)then contributed by the employee to the plan (recharacteriza-
tion).

For example, assume that an employer maintains a qualified
cash or deferred arrangement under section 401(k). Assume further
that the ADP for the eligible nonhighly compensated employees is
2 percent. In addition, assume the following facts with respect to
the eligible highly compensated employees:

Employees Contlix:lnsa- Deferral (Il))zml)
A e eenerrieannees $200,000 $7,000 3.5
B s eereesreensraeanies ‘ 200,000 7,000 : 3.5
C ooeeevrererrcrer e eenenees 70,000 7,000 10.0
D e 70,000 5,250 7.5
E et ' 70,000 2,100 3.0
Bt ~ 70,000 1,750 2.5

Under these facts, the highly compensated employees’ ADP is 5
percent, which fails to satisfy the special nondiscrimination re-
quirements. _

Under prior law, the highly compensated employees with the
highest deferral percentages would have their deferrals reduced.
until the ADP of the highly compensated employees is 4 percent.
Accordingly, C and D would have their deferrals reduced to $4,025
(i.e., a deferral percentage of 5.75 percent). The reduction thus is
$2.975 for C and $1,225 for D, for a total reduction of $4,200.

Under the Small Business Act, the amount of the total reduction
is calculated in the same manner as under present law so that the
total reduction remains $4,200. However, this total reduction of
$4,200 is allocated to highly compensated employees based on the
employees with the largest contributions. Thus, A, B, and C would
each be reduced by $1,400 from $7,000 to $5,600. The ADP test
would not be performed again.

It is intended that the Secretary interpret and apply the section
401(k) and 401(m) nondiscrimination tests in a manner consistent
with the modified distribution rule. For example, a plan will not
fail to be a qualified cash or deferred arrangement merely because
the plan fails to satisfy the section 401(k) nondiscrimination test
after excess contributions are distributed or recharacterized under
the modified distribution rule. " A
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Effective Date

The provisions relating to use of prior-year data and the distribu-
tion of excess contributions and excess aggregate contributions are
effective for years beginning after December 31, 1996. The provi-
sions providing for a safe harbor for qualified cash or deferred ar-
rangements and the alternative method of satisfying the special
nondiscrimination test for matching contributions are effective for
years beginning after December 31, 1998.

Revenue Effect

The provision relating to use of prior-year data and the modifica-
tion of the method for distributing excess contributions are esti-
mated to have a negligible effect on Federal fiscal year budget re-
ceipts. The designed-based safe harbors for elective deferrals and
employer matching contributions are estimated to reduce Federal
fiscal year budget receipts by $45 million in 1999, $166 million in
2000, $171 million in 2001, $175 million in 2002, $180 million in
2003, $186 million in 2004, $191 million in 2005, and $196 million
in 2006.

4. Definition of compensation for purposes of the limits on
contributions and benefits (sec. 1434 of the Small Busi-
ness Act and sec. 415 of the Code)

Present and Prior Law

Present and prior law imposes limits on contributions and bene-
fits under qualified plans based on the type of plan. In the case of
defined benefit pension plans, the limit on the annual retirement
benefit is the lesser of (1) 100 percent of compensation or (2)
$120,000 (for 1996). In the case of a defined contribution plan, the
limit on annual additions is the lesser of (1) 25 percent of com-
pensation or (2), $30,000 (for 1996, otherwise 1/4 of the defined
benefit dollar limit). For purposes of these limits, prior law pro-
vided that compensation generally does not include elective em-
ployee contributions to certain employee benefit plans.

Reasons for Chdnge

The Congress believed that not treating employee elective con-
tributions as compensation for purposes of the limits on benefits
and contributions under qualified plans unduly restricts the
amount that employees, particularly employees who are not highly
compensated, can earn under qualified plans. ~

Explanation of Provision -

The Small Business Act provides that elective deferrals to section
401(k) plans and similar arrangements, elective contributions to
nonqualified deferred compensation plans of tax-exempt employers
and State and local governments (sec. 457 plans), and salary reduc-
tion contributions to a cafeteria plan are considered compensation
for purposes of the limits on contributions and benefits.
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- Effective Date

The provision is effective for years beginning after December 31,
1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in each of 1998 and 1999, $2 million in each
of 2000 through 2004, and $3 million in each of 2005 and 2006.

D. Miscellaneous Pension Simplification

1. Plans covering self-employed individuals (sec. 1441 of the
Smali Business Act and sec. 401(d) of the Code)

Prior Law

Prior to the Tax Equity and Fiscal Responsibility Act of 1982
(“TEFRA”), different rules applied to retirement plans maintained
by incorporated employers and unincorporated employers (such as
partnerships and sole proprietors). In general, plans maintained by
unincorporated employers were subject to special rules in addition
to the other qualification requirements of the Code. Most, but not
all, of this disparity was eliminated by TEFRA. Under prior law,
certain special aggregation rules applied to plans maintained by
owner employees of unincorporated businesses that do not apply to
other qualified plans (sec. 401(d)(1) and (2)).

Reasons for Change

The Congress believed that the remaining special aggregation
rules for plans maintained by unincorporated employers are unnec-
essary and should be eliminated. Applying the same set of rules to
all types of plans should make the qualification standards easier to
apply and administer. ’

Explanation of Provision

The Small Business Act eliminates the special aggregation rules
that apply to plans maintained by self-employed individuals that
do not apply to other qualified plans.

Effective Date

The provision is effective for years beginning after December 31,
1996.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.
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2. Elimination of special vesting rule for multiemployer
plans (sec. 1442 of the Small Business Act and sec. 41i(a)
of the Code)

Present and Prior Law

Under present and prior law, in the case of single-employer
plans, a plan is not a qualified plan unless a participant’s em-
" ployer-provided benefit vests at least as rapidly as under one of two
alternative minimum vesting schedules. A plan satisfies the first
schedule if a participant acquires a nonforfeitable right to 100 per-
cent of the participant’s accrued benefit derived from employer con-
tributions upon the participant’s completion of 5 years of service.
A plan satisfies the second schedule if a participant has a non-
forfeitable right to at least 20 percent of the participant’s accrued
benefit derived from employer contributions after 3 years of service,
40 percent at the end of 4 years of service, 60 percent at the end
of 5 years of service, 80 percent at the end of 6 years of service,
and 100 percent at the end of 7 years of service. , L

Under prior law, in the case of a multiemployer plan, a partici-
pant’s accrued benefit derived from employer contributions was re-
quired to be 100-percent vested no later than upon the participant’s
completion of 10 years of service. This special rule applied only to
employees covered by the plan pursuant to a collective bargaining
agreement. '

Reasons for C’hange

The prior-law vesting rule for multiemployer plans added to com-
plexity because there were different vesting schedules for different
types of plans, and different vesting schedules for persons within
the same multiemployer plan. In addition, the prior-law rule pre-
vented some workers from earning a pension under a multiem-
ployer plan. Conforming the multiemployer plan rule to the rules
ﬁ;}' other plans would mean that workers could earn additional ben-
efits.

Explanation of Provision

The Small Business Act conforms the vesting rule for multiem-
ployer plans to the rules applicable to other qualified plans.

Effective Date
The provision is effective for plan yeéfs bégiﬁning'oh or after the
earlier of (1) the later of January 1, 1997, or the date on which the
last of the collective bargaining agreements pursuant to which the

plan is maintained terminates, or (2) January 1, 1999, with respect
to participants with an hour of service after the effective date.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 in 1997, and by $1 million in each
of 1998 through 2006. L
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3. Distributions under rural cooperative plans (sec. 1443 of
the Small Business Act and sec. 401(k)(7) of the Code)

Present and Prior Law

Under present and prior law, a qualified cash or deferred ar-
rangement can permit withdrawals of employee elective deferrals
only after the earlier of (1) the participant’s separation from serv-
ice, death, or disability, (2) termination of the arrangement, or (3)
in the case of a profit-sharing or stock bonus plan, the attainment
of age 59-1/2 or the occurrence of a hardship of the participant.
Under prior law, in the case of a money purchase pension plan, in-
cluding a rural cooperative plan, withdrawals by participants could
not occur upon attainment of age 59-1/2 or upon hardship.

Reasons for Change

The Congress believed that it is appropriate to permit qualified
cash or deferred arrangements of rural cooperatives to permit dis-
tributions to plan participants under the same circumstances as
other qualified cash or deferred arrangements. Also, the Congress
believed that it is appropriate to clarify that certain public utility
districts and a national association of rural cooperatives should be
treated as rural cooperatives for this purpose.

Explanation of Provision

The Small Business Act provides that a rural cooperative plan
that includes a cash or deferred arrangement may permit distribu-
tions to plan participants after the attainment of age 59-1/2 or on
account of hardship. In addition, the definition of a rural coopera-
tive is expanded to include certain public utility districts.

Effective Date

The provision generally is effective for distributions after the
date of enactment. The modifications to the definition of a rural co-
operative apply to plan years beginning after December 31, 1996.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

4. Treatment of governmental plans under section 415 (sec.
1444 of the Small Business Act and secs. 415 and 457 of
the Code) :

Present and Prior Law

Present and prior law impose limits on contributions and benefits
under qualified plans based on the type of plan (sec. 415). Certain
special rules apply to State and local governmental plans under
which such plans may provide benefits greater than those per-
mitted by the limits on benefits applicable to plans maintained by
private employers.

In the case of defined benefit pension plans, the limit on the an-
nual retirement benefit is the lesser of (15) 100 percent of compensa-
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tion or (2) $120,000 (indexed for inflation). The dollar limit is re-
duced in the case of early retirement or if the employee has less
than 10 years of plan participation.

Reasons for Change
The limits on contributions and benefits create unique problems
for plans maintained by public employers.

Explanation of Provision

The Small Business Act makes the following modifications to the
limits on contributions and benefits as applied to governmental
plans: o

(1) the 100 percent of compensation limitation on defined
benefit pension plan benefits dees not apply; and

(2) the early retirement reduction and the 10-year phase-in
of the defined benefit pension plan dollar limit does not apply
to certain disability and survivor benefits.

The Small Business Act also permits State and local government
employers to maintain excess benefit plans without regard to the
limits on unfunded deferred compensation arrangements of State
and local government employers (sec. 457).

Effective Date

The provision is effective for years beginning after December 31,
1994. No inference is intended with respect to whether a govern-
mental plan complies with the requirements of section 415 with re-
spect to years beginning before January 1, 1995.” With respect to
such years, the Secretary is directed to enforce the requirements of
section 415 consistent with the provision.

Revenue Effect
The provision is estimated to have a negligible effect on Federal

fiscal year budget receipts. ‘

5. Uniform retirement age (sec. 1445 of thieb Small Buéinésé
Act and sec. 401(a)(5) of the Code)

Present and Prior Law

Under present and prior law, a qualified plan generally must
provide that payment of benefits under the plan must begin no
later than 60 days after the end of the plan year in which the par-
ticipant reaches age 65. Also, for purposes of the vesting and bene-
fit accrual rules, normal retirement age generally can be no later
than age 65. For purposes of applying the limits on contributions
and benefits (sec. 415), social security retirement age is generally
used as retirement age. The social security retirement age as used
- for such purposes is presently age 65, but is scheduled to gradually
increase. Qualified plans are subject to nondiscrimination rules
that are designed to ensure that plan benefits are not discrimina-
tory in favor of highly compensated employees. '
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Reasons for Change

Many plans base benefits on social security retirement age so
that the benefits under the plan complement social security. Under
present law, plans that do so may fail applicable nondiscrimination
tests. The Congress believed that the social security retirement age
is an appropriate age for use under plans maintained by private
employers. '

Explanation of Provision

The Small Business Act provides that for purposes of the general
nondiscrimination rules (sec. 401(a)(4)) the social security retire-
ment age (as defined in sec. 415) is a uniform retirement age and
that subsidized early retirement benefits and joint and survivor an-
nuities are not treated as not being available to employees on the
same terms merely because they are based on an employee’s social
security retirement age (as defined in sec. 415).

Effective Daite

" The provision is effective for years beginning after December 31,
1996.

Revenue Eﬁ'ect |

The revenue effect of the provision is considered in other provi-
sions.

6. Contributions on behalf of disabled employees (sec. 1446
of the Small Business Act and sec. 415(c)(3) of the Code)

Prior Law

Under prior law, an employer could elect to continue deductible
contributions to a defined contribution plan on behalf of an em-
ployee who is permanently and totally disabled. For purposes of the
limit on annual additions (sec. 415(c)), the compensation of a dis-
abled employee was deemed to be equal to the annualized com-
pensation of the employee prior to the employee’s becoming dis-
abled. Under prior law, contributions were not permitted on behalf
of disabled employees who were officers, owners, or highly com-
pensated before they became disabled.-

Reasons for Change

The Congress believed that it is appropriaté to facilitate the pro-
vision of benefits for disabled employees, if it is done on a non-
discriminatory basis.

Explanation of Provision

The Small Business Act provides that the prior-law special rule
for contributions on behalf of disabled employees is applicable with-
out an employer election and to highly compensated employees if
the defined contribution plan provides for the continuation of con-
tributions on behalf of all participants who are permanently and to-
tally disabled.
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Eﬁ"ective Date

The provision is eﬁ'ectwe for years begmmng after December 31:"@ S

1996.
~ Revenue Eﬂ'eci ’

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

7. Treatment of deferred compensation plané of State and
local governments and tax-exempt organizations (sec.
1447 of the Small Business Act and sec. 457(e) of the
Code)

Present and Prior Law

Under a general principle of the Federal income tax system indi-
viduals are taxed currently not only on compensation actually re-
ceived, but also on compensation constructively received during the
taxable year. An exception to this rule applies to compensation de-
ferred under an eligible unfunded deferred compensation plan (a
“sec. 457 plan”) of a tax-exempt or State or local governmental em-
ployer. Under a section 457 plan, compensation that is deferred is
includible in income when such amounts are paid or made avail-
able. Under prior law, the maximum annual deferral under such a
plan was the lesser of (1) $7,500 or (2) 33-1/3 percent of compensa-
tion (net of the deferral).

In general, amounts deferred under a section 457 plan may not

be made available to a plan participant before the earlier of (1) the
calendar year in which the participant attains age 70-1/2, (2) when
the participant is separated from service with the employer, or (3)
when the participant is faced with an unforeseeable emergency:
Amounts that are made available upon separation from service are
includible in gross income in the taxable year in which they are
made available.
. Under present and prior law, benefits under a section 457 plan
are not treated as made available if the participant may elect to
receive a lump sum payable after separation from service and with-
in 60 days of the election. This exception to the general rules is
available only if the total amount payable to the participant under
the plan does not exceed $3,500 and no additional amounts may be
deferred under the plan with respect to the part1c1pant

- Reasons for Change

The Congress believed that it is appropriate to index the dollar
limits on deferrals under section 457 plans to maintain the value
of the deferral and to provide two additional exceptions to the prin-
cllple of constructive receipt with respect to distributions from such
plans. .

Explanation of Provision

The Small Business Act makes three changes to the rules gov-‘
erning section 457 plans. :
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First, the Small Business Act permits in-service distributions of
- accounts that do not exceed $3,500 if no amount has been deferred
under the plan with respect to the account for 2 years and there
has been no prior distribution under this cash-out rule.

Second, the Small Business Act increases the number of elections
that can be made with respect to the time distributions must begin
under the plan. The Act provides that the amount payable to a par-
ticipant under a section 457 plan is not treated as made available
merely because the participant may elect to defer commencement
of distributions under the plan if (1) the election is made after
amounts may be distributed under the plan but before the actual
commencement of benefits, and (2) the participant makes only 1
such additional election. This additional election is permitted with-
out the need for financial hardship. The election can only be to a
date that is after the date originally selected by the participant.

Third, the Small Business Act provides for indexing of the $7,500
dollar limit on deferrals (in $500 increments).

Effective Date

The ‘provision is effective for té.xable years béginning after De-
cember 31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 in 1997, by $1 million in each of
1998 through 2000, and by $2 million in each of 2001 through
2006.

8. Trust requirement for deferred compensation plans of
State and local governments (sec. 1448 of the Small Busi-
ness Act and sec. 457 of the Code)

Present and Prior Law

Compensation deferred under an eligible unfunded deferred com-
pensation plan (a “sec. 457 plan”) of a tax-exempt or State and
local governmental employer is not includible in gross income until
paid or made available.

Under prior law, one of the requirements of a section 457 plan
was that (until the compensation was made available to the partici-
pant) all amounts of compensation deferred under the plan, all
property and rights purchased with such amounts, and all income
attributable to such amounts, property, or rights had to remain
solely the property and rights of the employer, subject only to the
claims of the employer’s general creditors. Consequently, com-
pensation deferred by employees under a section 457 plan were not
protected from the employer’s general creditors in case of the em-
ployer’s bankruptcy.

Under present and prior law, amounts deferred under plans of
tax-exempt and governmental employers that do not meet the re-
quirements of section 457 are includible in gross income in the first
year in which there is no substantial risk of forfeiture of such
amounts.
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Reasons for Change

The Congress was concerned about the potential for employees of
certain State and local governments to lose significant portions of
their retirement savings because their employer chose to provide
benefits through an unfunded deferred compensation plan rather
than a qualified pension plan. Therefore, the Congress found it ap-
propriate to require that benefits under a section 457 plan of a
State and local government be held in a trust (or custodial account
or annuity contract) to insulate the retirement benefits of employ-
ees from the claims of the employer’s creditors.

Explanation of Provision

Under the Small Business Act, all amounts deferred (including
amounts deferred prior to the effective date of the Act) under a sec-
tion 457 plan maintained by a State and local governmental em-
ployer are to be held in trust (or custodial account or annuity con-
tract) for the exclusive benefit of employees. Consequently, the re-
quirement that amounts deferred under a section 457 plan be sub-
ject only to the claims of the employer’s creditors is repealed with
respect to State and local governmental section 457 plans. The
trust (or custodial account or annuity contract) is provided tax-ex-
empt status and, as under prior law, amounts are not includible in
income until made available to the employee as provided in section
457. Amounts are not considered made available merely because
they are held in a trust, custodial account, or annuity contract. It
is intended that the income inclusion rules in the Code (secs. 83
and 402(b)) do not apply to amounts deferred under a section 457
plan (and income thereon) merely because such amounts are con-
tributed to the trust (or custodial account or annuity contract).

It is intended under the Small Business Act that amounts held
in trust (or custodial account or annuity contract) may be loaned
to plan participants (or beneficiaries) pursuant to rules applicable
to loans from qualified plans (sec. 72(p)).138 A section 457 plan
may, but is not required to, permit loans.

All other prior-law requirements applicable to section 457 plans
(as modified by other provisions of the Small Business Act), includ-
“ing the annual limit on the maximum amount of deferral and the
restrictions on when amounts deferred can be made available, still
apply. Thus, to the extent these requirements, including the trust
_ requirement, are not satisfied, amounts deferred are includible in
the employee’s income when there is no substantial risk of forfeit-
ure. . S . - i

The Small Business Act does not modify the present-law rules
applicable to section 457 plans of nongovernmental tax-exempt em-
p%oyers or the rules applicable to nonqualified plans of other em-
ployers. , , I

138 Under section 72(p), in general, a loan from a plan is treated as a distribution unless the
loan (1) does not exceed certain dollar limits (generally, the lesser of $50,000 or one-half of the
participant’s vested benefit); (2) must be repaid within § years; and (3) must be amortized on
a substantially level basis with payments at least quarterly. ) o
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_Effective Date

The provision generally is effective with respect to amounts held
on or after the date of enactment. In the case of plans in existence
on the date of enactment, the trust requirement does not have to
be satisfied until January 1, 1999. Thus, deferrals prior to and
after the date of enactment under such plans (and earnings there-
on) do not have to be held in trust (or custodial account or annuity
contract) until January 1, 1999.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $7 million in 1997, $21 million in 1998, $24 million in
1999, $25 million in 2000, $25 million in 2001, $26 million in 2002,
$27 million in 2003, $28 million in 2004, $29 million in 2005, and
$30 million in 2006.

9. Correction of GATT interest and mortality rate provisions
in the Retirement Protection Act (sec. 1449 of the Small
Business Act, sec. 415 of the Code, and sec. 767 of the
General Agreement on Tariffs and Trade)

Present and Prior Law

The Retirement Protection Act of 1994, enacted as part of the im-
plementing legislation for the General Agreement on Tariffs and
Trade (“GATT”), modified the actuarial assumptions that must be
used in adjusting benefits and limitations. In general, in adjusting
a benefit that is payable in a form other than a straight life annu-
ity and in adjusting the dollar limitation if benefits begin before
age 62, the interest rate to be used cannot be less than the greater
of 5 percent or the rate specified in the plan. Under GATT, if the
benefit is payable in a form subject to the requirements of section
417(e)3), then the interest rate on 30-year Treasury securities is
substituted for 5 percent. Also under GATT, for purposes of adjust-
ing any limit or benefit, the mortality table prescribed by the Sec-
retary must be used.

This provision of GATT is generally effective as of the first day
of the first limitation year beginning in 1995.

GATT made similar changes to the interest rate and mortality
assumptions used to calculate the value of lump-sum distributions
for purposes of the rule permitting involuntary dispositions of cer-
tain accrued benefits. In the case of a plan adopted and in effect
before December 8, 1995, those provisions do not apply before the
earlier of (1) the date a plan amendment applying the new assump-
tion is adopted or made effective (whichever is later), or (2) the
first day of the first plan year beginning after December 31, 1999.

Reasons for Change

The Congress was aware that the GATT provisions enacted in
the 103rd Congress had the result of reducing the benefit payments
to certain pension plan beneficiaries. The Congress believed that it
was appropriate to ameliorate this result by providing the same
transition period for the modifications to limits on contributions
and benefits to that provided under similar GATT provisions, and
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by providing that the interest rate to be used to reduce the dollar
limit on benefits under section 415 in cases where the ;ila'rticipant
aetiref:_s before age 62 should be the same regardless of the form of

enefit. : i

. ..-.. Explanation of Provision

The Small Business Act conforms the effective date of the new
interest rate and mertality assumptions that must be used under
section 415 to calculate the limits on benefits and contributions to
the effective date of the provision relating to the calculation of
lump-sum distributions. This rule applies only in the case of plans
that were adopted and in’effect before the date of enactment of
GATT (December 8, 1994). To the extent plans have already been
amended to reflect the new assumptions, plan sponsors are per-
mitted within 1 year of the date of enactment to amend the plan
to reverse retroactively such amendment.139 R

The Small Business Act also repeals the GATT provision which
requires that if the benefit is payable before age 62 in a form sub-
ject to the requirements of section 417(e)(3) (e.g., lump sum), then
the interest rate to be used to reduce the dollar limit on benefits
under section 415 cannot be less than the greater of the rate on
30-year Treasury securities or the rate specified in the plan. Con-
sequently, regardless of the form of benefit, the interest rate to be
used cannot be less than the greater of 5 percent or the rate speci-
fied in the plan.

Effective Date
The provision is effective as if included in GATT.
Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $4 million in each of 1897 through 1999.

10. Multiple salary reduction agreements permitted under
section 403(b) (sec. 1450(a) of the Small Business Act and
sec. 403(b) of the Code) ' ST

Present and Prior Law

Under Treasury regulations under prior law, a participant in a
tax-sheltered annuity plan (sec. 403(b)) is not permitted to enter
into more than one salary reduction agreement in any taxable year.
These regulations further provide that a salary reduction agree-
ment is effective only with respect to amounts earned after the
agreement becomes effective, and that a salary reduction' agree-

1391t is intended that plan sponsors will have flexibility in adopting the actuarial assumptions
required under GATT. For example, plan sponsors are permitted to apply the actuarial assump-
tions that must be used for 415 purposes retroactively as provided under GATT, Alternatively,
glan sponsors can apply such actuarial assumptions prospectively by either (1) providing a bene-
t equal to (a) the accrued benefit as of the effective date of the adoption of the new actuarial
assumptions determined after applying section 415 using the old actuarial assumptions, plus (b)
the benefit accrued after such effective date determined after applying section 415 using the new
actuarial assumptions; or (2) providing a benefit equal to the greater of (a) the accrued benefit
as the effective date of the adoption of the new actuarial assumptions determinéd after applyin

section 415 using the old actuarial assumptions, or (b) the entire accrued benefit determined -

after applying section 415 using the new actuarial assumptions.
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ment must be irrevocable with respect to amounts earned while the
agreement is in effect.

Under present and prior law, these restrictions do not apply to
other elective deferral arrangements such as a qualified cash or de-
ferred arrangement (sec. 401(k)). Under Treasury regulations, (1)
participants in a qualified cash or deferred arrangement may enter
into more than one salary reduction agreement in a taxable year,
(2) such an agreement is effective with respect to compensation not
available to the participant until after the agreement becomes ef-
fective even though previously earned, and (3) the agreement may
be revoked by the participant.

Reasons for Change

The Congress believed that it is appropriate to conform the treat-
ment of salary reduction agreements under section 403(b) to the
treatment of qualified cash or deferred arrangements.

Explanation of Provision

The Small Business Act provides that, for participants in a tax-
sheltered annuity plan, the frequency with which a salary reduc-
tion agreement may be entered into, the compensation to which
such agreement applies, and the ability to revoke such agreement
is determined under the rules applicable to qualified cash or de-
ferred arrangements.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1995.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

11. Treatment of Indian tribal governments under section
403(b) (sec. 1450(b) of the Small Business Act and sec.
403(b) of the Code)

Prior Law

Under prior law, only certain tax-exempt employers and certain
State and local government educational organizations are per-
mitted to maintain tax-sheltered annuity plans (sec. 403(b)). Indian
tribal governments are treated as States for this purpose, so cer-
tain educational organizations associated with a tribal government
. are eligible to maintain tax-sheltered annuity plans.

Reasons for Change

The Congress believed that there is some uncertainty under
present law about the ability of Indian tribal governments to estab-
lish 403(b) plans for all tribal government employees. Following en-
actment of the Indian Tribal Government Tax Status Act of 1982,
several insurance companies and financial advisors marketed
403(b) plans to tribes representing that the plans could be adopted
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on a tribal-wide basis to cover all employees. As a result, many
tribes adopted 403(b) plans for their employees that were not in
compliance with the law. Given this uncertainty, the Congress be-
lieved it appropriate to requalify such plans.

Explanation of Provision

The Small Business Act provides that any 403(b) annuity con-
tract purchased in a plan year beginning before January 1, 1995,
by an Indian tribal government is treated as purchased by an en-
tity permitted to maintain a tax-sheltered annuity plan. The Act
also provides that such contracts may be rolled over into a section-
401(k) plan maintained by the Indian tribal government. ‘

Effective Date
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to have a negligible effect on (Fedéral
fiscal year budget receipts. e SR

12. Application of elective deferral limit to_ §,e__g:ﬂtigg‘ :i()3(b)
contracts (sec. 1450(c) of the Small Business Act and sec.
403(b) of the Code) . ‘

Prior Law

Under prior law, a tax-sheltered annuity plan was required to
provide that elective deferrals made under the plan on behalf of an
employee could not exceed the annual limit on elective deferrals
($9,500 for 1996). Plans that did not comply with this requirement
could lose their tax-favored status. Tl v

Reasons foi' Change

The Congress did not believe that employees participating in a
tax-sheltered annuity plan should be negatively affected if other
employees violate the annual limit on elective deferrals with re-
spect to their individual tax-sheltered annuity contracts (or custo-
dial accounts). S ‘

Explanation of Provision

Under the Smali Business Act, each tax-sheltered annuity con-
tract, not the tax-sheltered annuity plan, must provide that elective
deferrals made under the contract may not exceed the annual limit
on elective deferrals. It is intended that the contract terms be given
effect in order for this requirement to be satisfied. Thus, for exam-
ple, if the annuity contract issuer takes no steps to ensure that de-
ferrals under the contract do not exceed the applicable limit, then
the contract will not be treated as satisfying section 403(b). The
provision is intended to make clear that the exclusion of elective
deferrals from gross income by employees who have not exceeded
the annual limit on elective deferrals will not be affected to the ex-
tent other employees exceed the annual limit. However, if the oc-
currence of an uncorrected elective deferral made by an employee
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is attributable to reasonable error, the contract will not fail to sat-
isfy section 403(b), and only the portion of the elective deferral in
excess of the annual limit is includible in gross income.

Effective Date

The provision is effective for years beginning after December 31,
1995, except that an annuity contract is not required to meet any
change in any requirement by reason of the provision before the
90th day after the date of enactment. No inference is intended as
to whether the exclusion of elective deferrals from gross income by
employees who have not exceeded the annual limit on elective de-
ferrals is effective to the extent other employees exceed the income
limit prior to the effective date of the provision.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts. :

13. Waiver of minimum waiting period for qualified plan dis-
tributions (sec. 1451 of the Small Business Act, sec.
417(c) of the Code and sec. 205(c) of ERISA)

Prior Law

Under present and prior law, in the case of a qualified joint and
survivor annuity, a written explanation of the form of benefit must
generally be provided to participants no less than 30 days and no
more than 90 days before the annuity starting date. Under prior
law,140 even if a participant elected to waive the qualified joint and
survivor annuity and the spouse consented to the distribution, the
. distribution from the plan could not be made until 30 days after
the written explanation was provided to the participant. On Sep-
tember 15, 1995, Treasury issued temporary regulations (T.D.
8620) which provide that a plan may permit a participant to elect
(with any applicable spousal consent) a distribution with an annu-
ity starting date before 30 days have elapsed since the explanation
was provided, as long as the distribution commences more than 7
days after the explanation was provided. Consequently, even if the
participant (and spouse, if applicable) has elected to waive the min-
imum waiting period for receiving a qualified plan distribution, the
distribution from the plan cannot be made until 7 days have
elapsed after the explanation was provided to the participant.

Reasons fo_r" C’_hange

The Congress believed that the notice period app'vlicablev to a
QJSA should not prevent the payment of benefits if such period is
waived by the plan participant and, if applicable, the participant’s
spouse.

140Treas. Reg. sec. 1.417(e)-1(bX3).
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Explanation of Provision

The Small Business Act adopts the Treasury temporary regula-
tion and provides that a plan may permit a participant to elect
(with any applicable spousal consent) a distribution with an annu-
ity starting date before 30 days have elapsed since the explanation
was provided, as long as the distribution commences more than 7
days after the explanation was provided. The Small Business Act
also provides that a plan is permitted to provide the explanation
after the annuity starting date if the distribution commences at
least 30 days after such explanation was provided, subject to the
same waiver of the 30-day minimum ‘waiting period as described
above. This is intended to allow retroactive payments of benefits
which are attributable to the period before the explanation was
provided. :

Effective Date ‘

The provision is effective with respect to plan years beginning
after December 31, 1996. ‘

Revenue Effect

_The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts. ‘
14. Repeal of combined plan limit and temporary waiver of
excess distribution tax (sec. 1452 of the Small Business
Act and secs. 415(e) and 4980A of the Code)

Present and Prior Law
Limits on contributions and benefits
In general

Present and prior law provide limits on contributions and bene-
fits under qualified retirement plans based on the type of plan (i.e.,
based on whether the 1plan is a defined contribution plan or a de-
fined benefit pension plan). An overall limit applies if an individual
is a particigant in both a defined benefit pension plan and a de-
fined contribution plan (called the combined plan limit).

Defined contribution plan limit

Under a defined contribution plan, annual additions to the plan
with respect to each participant for a limitation year ¢annot exceed
the lesser of (1) 25 percent of compensation or (2) $30,000 (for
1996). Annual additions generally are the sum of employer con-
tributions, emplog'e‘e contributions, and forfeitures with respect to
an individual under all defined contribution plans of the same em-
ployer. The $30,000 limit is indexed for inflation in $5,000 incre--
ments.

Defined benefit plan limit )

The limit on the annual benefit payable to (or with respect to)
a participant by all defined benefit pension plans of the same em-
ployer is generally the lesser of (1) 100 percent of average com-
pensation for the three years in which it was the highest, or (2)
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$120,000 (for 1996). The $120,000 limit is indexed for inflation in
$5,000 increments. If a benefit is payable under the plan in a form
other than a straight life annuity, then the benefit must be actuari-
ally adjusted to an equivalent annual straight life annuity before

applying the limit on benefits. In addition, if a benefit is payable

beginning at an age other than the participant’s social security re-
tirement age, the %120,000 dollar limitation is actuarially adjusted
so that it equals an annual benefit that is equivalent to the dollar
limitation at the participant’s social security retirement age. The
limit is reduced if benefits begin before social security retirement
age, and increased if benefits begin after social security retirement
age.

Combined plan limit

Under prior law, an additional limit applied if an employee par-
ticipated in both a defined benefit pension plan and a defined con-
tribution plan maintained by the same employer (sec. 415(e)). The
combined plan limitation was designed to prevent avoidance of the
s«leparate plan limits through the creation of different types of
plans.

The combined limit was satisfied if the sum of the “defined bene-
fit plan fraction” and the “defined contribution plan fraction” was
not greater than 1.0. Although the sum of these fractions could not
exceed 1.0, the plan fractions effectively provided an aggregate
limit of the lesser of 1.25 (as applied with respect to the dollar lim-
its) or 1.4 (as applied with respect to the percentage limits).

The defined benefit plan fraction was designed to measure the
portion of the maximum permitted defined benefit plan limit that
the employee actually uses. The numerator was the participant’s
projected normal retirement benefit determined at the close of the
year. The denominator was generally the lesser of 125 percent of
the dollar limitation for the year, or 140 percent of the employee’s
average compensation for the three years of employment in which
the employee’s average compensation was highest.

The defined contribution plan fraction measured the portion that
the employee actually uses of the maximum permitted contribu-
tions to a defined contribution plan for the employee’s total years
of service with the employer. The numerator was generally the
total of the contributions and forfeitures allocated to the employee’s
account for each of the employee’s years of service with the em-
ployer through the close of the year for which the fraction was
being determined. The denominator was the sum of the lesser of
the following amounts, computed separately for such year and each
prior year of service with the employer: (1) 125 percent of the dol-
lar amount in effect for such year, or (2) 140 percent of the 25 per-
cent of compensation limit for the participant.

Excess distribution tax

Present and prior law impose a 15-percent excise tax on excess
distributions from qualified retirement plans, tax-sheltered annu-
ities, and TRAs. Excess distributions are generally the aggregate
amount of retirement distributions from such plans during any cal-
endar year in excess of $150,000 (or $750,000 in the case of a lump-

x
|
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sum distribution). An additional 15-percent estate tax is also im-
posed on an individual’s excess retirement accumulation.

 Reasons for Change

One of the most significant sources of complexity relating to
qualified pension plans is the calculation of the combined plan limit
under section 415(e). Many new employers do not establish defined
benefit pension plans, which provide employees with the greatest
retirement income security. One of the reasons that defined benefit
pension plans are not being established is because of the complex
rules governing these plan and the significant administrative costs
entailed in maintaining them. Section 415(e) is just one of the de-
terrents to the establishment and maintenance of qualified defined
benefit pension plans. Thus, the Congress did not believe that the
administrative costs associated with section 415(e) and the com-
plexity of the calculations required are justified. Further, the Con-
gress believed that section 415(e) may have the effect of discourag-
ing employers from providing adequate retirement benefits to their
employees. ’

The excise tax on excess distributions has a similar purpose to
the combined plan limit, although it applies to all of an individual’s
retirement distributions, not just those from a single employer. The
Congress believed that both the combined plan limit and the excise
tax on excess distributions should not apply at the same time.

Explanation of Provisions
Combined plan limit o
The Small Business Act repeals the combined plan limit.

Excess distribution tax

Until the repeal of the combined plan limit is effecti%é, the Small
Business Act suspends the excise tax on excess distributions. The
additional estate tax on excess accumulations continues to apply.

Effective Date

The provision repealing the combined plan limit is effective with
respect to limitation years beginning after December 31, 1999. The
provision relating to the excise tax on excess distributions is effec-
tive with respect to distributions received in 1997, 1998, and 1999.

Revenue Effect

The repeal of the combined plan limit is estimated to reduce Fed-
eral fiscal year budget receipts by $72 million in 2000, $195 million
in 2001, $201 million in 2002, $207 million in 2003, $213 million
in 2004, $219 million in 2005, and $226 million in 2006. The tem-
porary waiver of the excess distribution tax is estimated to increase
Federal fiscal year budget receipts by $42 million in 1997, $44 mil-
lion in 1998, $47 million in 1999, and $32 million in 2000.
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15. Tax on prohibited transactions (sec. 1453 of the Small
Business Act and sec. 4975 of the Code)

Present arnd Prior Law.

Present and prior law prohibit certain transactions (prohibited
transactions) between a qualified plan and a disqualified person in
order to prevent persons with a close relationship to the qualified
plan from using that relationship to the detriment of plan partici-
pants and beneficiaries. A two-tier excise tax is imposed on prohib-
ited transactions. Under prior law, the initial level tax was equal
to 5 percent of the amount involved with respect to the transaction.
Under present and prior law, if the transaction is not corrected
within a certain period, a tax equal to 100 percent of the amount
involved may be imposed.

Reasons for Change

The Congress believed it appropriate to increase the initial level
~ prohibited transaction tax to discourage disqualified persons from
eengaging in such transactions.

Explanation of Provision

The Small Business Act increases the initial-level prohibited
transaction tax from 5 percent to 10 percent. No changes were
made to the prohibited transaction provisions of Title I of ERISA.

Effective Date

The provision is effective with respect to prohibited transactions
occurring after the date of enactment.

Revenue Effect

The provision is estimated to increase Federal fiscal yeér bﬁdget
receipts by $2 million in 1997 and by $4 million in each of 1998
through 2006.

16. Treatmentrof léaééd employees {sec. 1454 of the Small
Business Act and sec. 414(n) of the Code)

Present and Prior Law

An individual (a leased employee) who performs services for an-
other person (the recipient) may be required to be treated as the
recipient’s employee for various employee benefit provisions, if the
services are performed pursuant to an agreement between the re-
cipient and any other person (the leasing organization) who is oth-
erwise treated as the individual’s employer (sec. 414(n)). The indi-
vidual is to be treated as the recipient’s employee only if the indi-
vidual has performed services for the recipient on a substantially
full-time basis for a year, and, under prior law, the services are of
a type historically performed by employees in the recipient’s busi-
ness field.

An individual who otherwise would be treated as a recipient’s
leased employee will not be treated as such an employee if the indi-
vidual participates in a safe harbor plan maintained by the leasing



173

organization meeting certain requirements. Each leased employee
is to be treated as an employee of the recipient, regardless of the
existence of a safe harbor plan, if more than 20 percent of an em-
ployer’s nonhighly compensated workforce are leased.
Reasons for Change

The leased employee rules are complex and have unexpected and
sometimes indefensible results, especially as interpreted under reg-
ulations proposed by the Secretary. For example, under the “his-
torically performed” standard, the employees and partners of a law
- firm may be the leased employees of a client of the firm if they
work a sufficient number of hours for the client and if it is not un-
usual for employers in that business field to have in-house counsel.
While arguably meeting the present-law leased employee defini-

tion, the Congress believed that situations such as this are outside
the intended scope of the rules. - o

Explanation of Provision

Under the Small Business Act, the prior-law “historically per-
formed” test is replaced with a new test under which an individual
is not considered a leased employee unless the individual’s services
are performed under primary direction or control by the service re-
cipient. As under prior law, the determination of whether someone
is a leased employee is made after determining whether the indi-
vidual is a common-law employee of the recipient. Thus, an individ-
ual who is not a common-law employee of the service recipient
could nevertheless be a leased employee of the service recipient.
Similarly, the fact that a person is or is not found to perform serv-
ices under primary direction or control of the recipient for purposes
of the employee leasing rules is not determinative of whether the
person is or is not a common-law employee of the recipient.

Whether services are performed by an individual under primary
direction or control by the service recipient depends on the facts .
and circumstances. In general, primary direction and control means
that the service recipient exercises the majority of direction and
control over the individual. Factors that are relevant in determin-
ing whether primary direction or control exists include whether the
individual is required to comply with instructions of the service re-
cipient about when, where, and how he or she is to perform the
services, whether the services must be performed by a particular
person, whether the individual is subject to the supervision of the
service recipient, and whether the individual must perform services
in the order or sequence set by the service recipient. Factors that
generally are not relevant in determining whether such direction or
control exists include whether the service recipient has the right to
' hillr;e or fire the individual and whether the individual works fo
others. :

For example, an individual who works under the direct super-
vision of the service recipient would be considered to be subject to
the primary direction or control of the service recipient even if an-
other company hired and trained the individual, had the ultimate
(but unexercised) legal right to control the individual, paid his
wages, withheld his employment and income taxes, and had the ex-
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clusive right to fire him. Thus, for example, temporary secretaries,
receptionists, word processing personnel and similar office person-
nel who are subject to the day-to-day control of the service recipi-
ent in essentially the same manner as a common law employee are
treated as leased employees if the period of service threshold is
reached.

On the other hand, an individual who is a common-law employee
of Company A who performs services for Company B on the busi-
ness premises of Company B under the supervision of Company A
would generally not be considered to be under the primary direc-
tion or control of Company B. The supervision by Company A must
be more than nominal, however, and not merely a mechanism to
avoid the literal language of the primary direction or control test.

An example of the situation in the preceding paragraph might be
a work crew that comes into a factory to install, repair, maintain,
or modify equipment or machinery at the factory. The work crew
includes a supervisor who is an employee of the equipment (or
equipment repair) company and who has the authority to direct
and control the crew, and who actually does exercise such direction
and control. In this situation, the supervisor and his or her crew
are required to comply with the safety and environmental pre-
cautions of the manufacturer, and the supervisor is in frequent
communication with the employees of the manufacturer. As an-
other example, certain professionals (e.g., attorneys, accountants,
actuaries, doctors, computer programmers, systems analysts, and
engineers) who regularly make use of their own judgment and dis-
cretion on matters of importance in the performance of their serv-
ices and are guided by professional, legal, or industry standards,
are not leased employees even though the common-law employer
does not closely supervise the professional on a continuing basis,
and the service recipient requires the services to be performed on
site and according to certain stages, techniques, and timetables. In
addition to the example above, outside professionals who maintain
their own businesses (e.g., attorneys, accountants, actuaries, doc-
tors, computer programmers, systems analysts, and engineers) gen-
erally would not be considered to be subject to such primary direc-
tion or control.

Under the primary direction or control test, clerical and similar
support staff (e.g., secretaries and nurses in a doctor’s office) gen-
erally are considered to be subject to the primary direction or con-
trol of the service recipient and are leased employees provided the
other requirements of section 414(n) are met. '

In many cases, the “historically performed” test is overly broad,
and results in the unintended treatment of individuals as leased
employees. One of the principal purposes for changing the leased
employee rules is to relieve the unnecessary hardship and uncer-
tainty created for employers in these circumstances. However, it is
not intended that the primary direction or control test enable em-
ployers to engage in abusive practices. Thus, it is intended that the
Secretary of the Treasury interpret and apply the leased employee
rules in a manner so as to prevent abuses. This ability to prevent
abuses under the leasing rules is in addition to the present-law au-
thority of the Secretary of the Treasury under section 414(o). For
example, one potentially abusive situation exists where the benefit
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arrangements of the service recipient overwhelmingly favor its
highly compensated employees, the employer has no or very few
nonhighly compensated common-law employees, yet the employer
makes substantial use of the services of nonhighly compensated in-
dividuals who are not its common-law employees.

* Effective Date

The provision is effective for years beginning after December 31,
1996, except that it does not apply to relationships that have been
previously determined by an Internal Revenue Service ruling is-
sued before the date of enactment not to involve leased employees.
In applying the leased employee rules to years beginning before the
effective date, it is intended that the Secretary of the Treasury use
a reasonable interpretation of the statute to apply the leasing rules
to prevent abuse.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

17. Uniform penalty provisions to apply to certain pension
reporting requirements (sec. 1455 of the Small Business
Act and secs. 6652(i) and 6724(d) of the Code)

Present and Prior Law

Under present and prior law, any person who fails to file an in-
formation report with the Internal Revenue Service (“IRS”) on or
before the prescribed filing date is subject to penalties for each fail-
ure. The general penalty structure provides that the amount of the
penalty is to vary with the length of time within which the tax-
payer corrects the failure, and allows taxpayers to correct a de
minimis number of errors and avoid penalties entirely (sec. 6721).
Under prior law, a different, flat-amount penalty applied for each
failure to provide information reports to the IRS or statements to
payees relating to pension payments. '

Reasons for Change

The Congress believed that conforming the information-reporting
penalties that apply with respect to pension payments to the gen-
eral information-reporting penalty structure would simplify the
overall penalty structure through uniformity and provide more ap-
propriate information-reporting penalties with respect to pension
payments. _
Explanation of Provision

The Small Business Act incorporates into the general penalty
structure the penalties for failure to provide information reports re-
lating to pension payments to the IRS and to recipients. Thus, in-
formation reports with respect to pension payments are treated in

a similar fashion to other information reports. The Small Business
Act also modifies the penalty for failure to provide the notice re-
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quired with respect to distributions that are eligible for rollover
treatment (sec. 402(b)).

Effective Date
The provision is effective with respect to returns and statements
the due date for which is after December 31, 1996.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

18. Retirement benefits of ministers not subject to tax on
- net earnings from self-employment (sec. 1456 of the
Small Business Act and sec. 1402(a) of the Code)

Prior Law

Under prior law, certain benefits provided to ministers after they
retire are subject to self-employment tax.

Reasons for Change

-The Congress believed that, like retirement benefits paid from
qualified plans sponsored by private employers, retirement benefits
paid from church plans to ministers should not be subject to self-
employment tax. The Congress believed this treatment should also
apply to the rental value of any parsonage (including utilities) pro-
vided after retirement. ,

Explanation of Provision

The Small Business Act provides that retirement benefits re-
ceived from a church plan r a minister retires, and the rental
value of a parsonage (including utilities) furnished to a minister
after retirement, are not subject to self-employment taxes.

 Effective Date

The provision is effective for years beginning before, on, or after
December 31, 1994.

_ Révenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts. )

19. Treasury to provide sample language for spousal consent
forms and qualified domestic relations orders (sec. 1457
of the Small Business Act, secs. 414(p) and 417(a)(2) of
the Code, and secs. 205(c)(2) and 206(d)(3) of ERISA)

- Present and Prior Law

Present and prior law contain a number of rules designed to pro-
vide income to the surviving spouse of a deceased employee. Under
these spousal protection rules, defined benefit pension plans and
money purchase pension plans are required to provide that vested
retirement benefits with a present value in excess of $3,500 are
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payable in the form of a qualified joint and survivor annuity
(“QJSA”) or, in the case of a participant who dies before the annu-
ity starting date, a qualified preretirement survivor annuity
(“QPSA™). - , , : ,

Benefits from a plan subject to the survivor benefit rules may be
paid in a form other than a QJSA or QPSA if the participant
waives the QJSA or QPSA (or both) and the applicable notice, elec-
tion, and spousal consent requirements are satisfied. o

Present and prior law contain detailed rules regarding the waiv-
er of the QJSA or QPSA forms of benefit and the spousal consent
requirements. Generally an election to waive the QJSA or QPSA
forms of benefit must be in writing, and, if the participant is mar-
ried on the annuity starting date, must be accompanied by a writ-
ten spousal consent acknowledging the effect of such consent and
witnessed by a plan representative or notary public. Both the par-
ticipant’s waiver and the spousal consent must state the specific
nonspouse beneficiary who will receive the benefit, and, in the case
of a QJSA waiver, must specify the particular optional form of ben-
efit that will be paid. The waiver will not be valid unless the par-
ticipant has previously received a written explanation of (1) the
terms and conditions of the QISA or QPSA forms of benefit, (2) the
participant’s right to make, and the effect of, an election to waive
these forms of benefits, (3) the rights of the participant’s spouse,
and (4) the right to make, and the effect of, a revocation of an elec-
tion to waive these forms of benefits. i

‘Also, benefits under a qualified retirement plan are subject to
prohibitions against assignment or alienation of benefits. An excep-
tion to this rule generally applies in the case of plan benefits paid
to a former spouse or other alternate payee pursuant to a qualified
domestic relations order (“QDRO”). ; , '
~The QJSA, QPSA, and QDRO rules are also contained in title I
of the Employee Retirement Income Security Act (‘ERISA”).

- Reasons for Change

The Congress recognized that the rules relating to spousal con-
sents and QDROs serve important purposes in protecting spousal
rights to retirement plan benefits. However, the Congress also rec-
ognized that these rules are extremely complicated. Consequently,
the Congress believed it is appropriate to direct the Secretary to
develop sample language for spousal consent forms and QDROs so
that spouses can more easily comply with these important rules.

Explanation of Provision _

The Secretary of the Treasury is required to develop sample lan-
guage for inclusion in a spousal consent form waiving the QJSA
and QPSA forms of benefit. Such form must be written in a man-
ner calculated to be understood by the average person, and must
disclose in plain form whether the waiver is irrevocable and that
it may be revoked by a QDRO. o ‘

The Secretary is also required to develop a sample language for
inclusion in a QDRO. The sample language must satisfy the re-
quirements of a QDRO under the Code and ERISA, and focus at-

172-804 97 -7
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tention on the need-to consider the treatment of any lump sum
payment, QJSA, or QPSA.

The Secretary is also directed to include publicity for the sample
language in the pension outreach efforts undertaken by the Sec-

retary.
Effective Date
The provision is effective on the date of enactment.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

20. Treatment of length of service awards for certain volun-
teers under section 457 (sec. 1458 of the Small Business
Act and sec. 457 of the Code)

Present and Prior Law

Under section 457 of the Code, compensation deferred under an
eligible deferred compensation plan of a tax-exempt or govern-
mental employer that meets certain requirements is not includible
in gross income until paid or made available. One of the require-
ments for a section 457 plan is that the maximum annual amount
that can be deferred is the lesser of $7,500 or 33-1/3 percent of the
individual’s taxable compensation. This maximum limit is coordi-
nated with the annual limit on elective deferrals under qualified
cash or deferred arrangements (sec. 401(k) plans) and under tax-
sheltered annuities (sec. 403(b) plans), which is $9,500 for 1996.
Under this rule, elective deferrals to section 401(k) and 403(b)
plans are treated as amounts deferred under a section 457 plan .
(and vice versa). Thus, for example, if an individual who is a par-
ticipant in both a section 403(b) plan and a section 457 plan elects
to contribute $2,000 to the 403(b) plan, then the maximum amount
ghat can be deferred in that year under the section 457 plan is

5,500.

Another requirement under section 457 is that (until the com-
pensation is made available to the participant), all amounts of com-
pensation deferred under the plan, all property and rights pur-
chased with such amounts, and all income attributable to such
amounts, property, or rights must remain solely the property and
rights of the employer, subject only to the claims of the employer’s
general creditors.

Amounts deferred under plans of tax-exempt and governmental
employers that do not meet the requirements of section 457 (other
than amounts deferred under tax-qualified retirement plans, sec-
tion 403(b) annuities and certain other plans) are includible in
gross income in the first year in which there is no substantial risk
of forfeiture of such amounts.

- Reasons for Change

The Congress believed it was both appropriate and important to
allow for the provision of length of service awards to volunteer fire-



179

fighters, and other emergency medical (including ambulance serv-
ices) personnel.
Explanation of Provision

Under the Small Business Act, the requirements of section 457
do not apply to any plan paying solely length of service awards to
bona fide volunteers (or their beneficiaries) on account of fire fight-
ing and prevention, emergency medical, and ambulance services
erformez? by such volunteers. An individual is considered a “bona
ide volunteer” if the only compensation received by such individual
for performing such services is reimbursement (or a reasonable al-
lowance) for expenses incurred in the performance of such services,
or reasonable benefits (including length of service awards) and
nominal fees for such services customarily E id by tax-exempt or
governmental employers in connection with the performance of
such services by volunteers. Under the Small Business Act, a
length of service award plan will not qualify for this special treat-
ment under section 457 if the aggregate amount of length of service
awards accruing with respect to any year of service for any bona
fide volunteer exceeds $3,000. .

In addition, any length of service awards exempt from the re-
quirements of section 457 under the Small Business Act are not

considered wages for purposes of the Federal Insurance Contribu-
tion Act (“FICA”) taxes.

Effective Date

The provision applies to accruals of length of service awards after
December 31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $2 million in 1997, $5 million in 1998, $7 million in
1999, $9 million in 2000, $11 million in 2001, $13 million in 2002,
$16 million in 2003, $18 million in 2004, $20 million in 2005, and
$23 million in 2006. ‘

21. Alternative nondiscrimination rulesffoi: certain plans
that provide for early participation (sec. 1459 of the
" Small Business Act and sec. 401(k) of the Code) -

P‘re/sent; and Prior Law

Under present and prior law, a special nondiscrimination test ap-
plies to qualified cash or deferred arrangements (sec. 401(k) plans).
The special nondiscrimination test is satisfied if the actual deferral
percentage (“ADP”) for eligible highly compensated employees for a
plan year is equal to or less than either (1) 125 percent of the ADP
of all nonhighly compensated employees eligible to defer under the
arrangement or (2) the lesser of 200 percent of the ADP of all eligi-
ble nonhighly compensated employees or such ADP plus 2 percent-
age points. Employer matching contributions and after-tax em-
ployee contributions under qualified defined contribution plans are
subject to a special nondiscrimination test (the actual contribution
percentage (“ACP”) test) similar to the special nondiscrimination
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test applicable to elective deferrals under qualified cash or deferred
arrangements.

In general, a qualified plan need not permit employees to enter
the plan prior to the attainment of age 21 and the completion of
1 year of service. For purposes of the nondiscrimination rules (in-
cluding the ADP and ACP tests), an employer that chooses less re-
strictive entry conditions (e.g., age 18 rather than age 21) may
choose “separate testing” under which all employees who have not
met the statutory age and service entry maximums are dis-
regarded, provided that the plan satisfies the nondiscrimination
rules taking into account only those employees whose age and serv-
ice are less than the statutory age and service maximums. Thus,
for example, such a plan would apply cne ADP test for employees
who are over age 21 with 1 year of service, under which the plan
would disregard elective contributions for other employees, and a
second ADP test looking solely at elective contribution for employ-
ees under age 21 or who have not completed 1 year of service.

Reasqns for Change

- The Congress believed that some employers may be reluctant to
include new or younger employees (i.e., employees under age 21) in
a section 401(k) plan out of concern that participation by such em-
ployees may cause the plan to fail to satisfy the ADP test because
they may tend to have lower deferral percentages. The Congress
believed that employers should be encouraged to include such em-
ployees in their section 401(k) plans.

Explanation of Provision

Under the Small Business Act, for purposes of the ADP test, an
employer may elect to disregard employees (other than highly com-
pensated employees) eligible to participate in the plan before they
have completed 1 year of service and reached age 21, provided the
plan separately satisfies the minimum coverage rules of section
410(b) taking into account only those employees who have not com-
pleted 1 year of service or are under age 21. Thus, instead of apply-
ing two separate ADP tests, a single ADP test would be applied
that compares the ADP for all highly compensated employees who
are eligible to make elective contributions with the ADP for those
nonhighly compensated employees who are eligible to make elective
contributions and who have completed one year of service and
reached age 21. A similar rule applies for purposes of the ACP test.
The rule does not apply for the design-based safe harbor provided
under the Small Business Act.

Effectibe Date

The provision is effective for plan years beginning after Decem-
ber 31, 1998.

Revenue Effect '

The provision is estimated to reduce Federal fiscal year budget
receipts by $6 million in 1999, $17 million in 2000, $18 million in



181

2001, $19 million in 2002, $19 million in 2003, and $20 million in
each of 2004 through 2006.

22. Clarification of application of ERISA to insurance com-
pany general accounts (sec. 1460 of the Small Business
Act and sec. 401 of ERISA) '

Present Law

The Employee Retirement Income Security Act of 1974, as
amended, (“ERISA”) 141 imposes certain fiduciary requirements (in-
cluding restrictions on certain prohibited transactions) with respect
to the assets of an employee benefit plan (“plan assets”). The Code
imposes an excise tax in the case of certain prohibited transactions
involving plan assets (Code sec. 4975).

In 1975, the Department of Labor issued Interpretive Bulletin
1975-2 which provided that if an insurance company issues a con-

tract or policy of insurance to an employee benefit plan and places
the consideration of such contract or policy in its general asset ac-
count, the assets in such account are not considered to be plan as-
sets.142 However, on December 13, 1993, the Supreme Court, in
John Hancock Mutual Life Insurance Company v. Harris Trust and
Savings Bank,'43 ruled that certain assets held in an insurance
company’s general account should be considered plan assets. )

Reasons for"“Change

The Congress believed it appropriate to address the issue of
which assets of an insurer constitute plan assets by directing the
Secretary of Labor to promulgate regulations and by providing
guidance with respect to the content of such regulations.

Explanation of Provision

Under the Small Business Act, the Secretary of Labor is required
to issue proposed regulations no later than June 30, 1997, provid-
ing guidance for the purpose of determining which assets of an in-
surer (other than plan assets held in its separate account) con-
stitute plan assets for purposes of ERISA and the Code in cases in
which the insurer issues 1 or more policies (supported by the assets
of the insurer’s general account) to or for the benefif of an em-
ployee benefit plan. Such proposed regulations are to be subject to
public notice and comment until September 30, 1997 , and the Sec-
retary of Labor would be required to issue final regulations by De-
cember 31, 1997. Any regulations issued by the Secretary of Labor
in accordance with the Act could not take effect before the date on
which such regulations became final. Such regulations will only
apply with respect to a policy issued by an insurer on or before De-
cember 31, 1998. In the case of such a policy, the regulations will
take effect at the end of the 18 month period following the date

141These requirements are in Part 4 subtitle B, of Title 1 of ERISA.

14229 CFR section 2509.75-2(b) (1992). The term “general account” refers to all assets of an )
insurance company which are not legally se %ated and allocated to separate accounts. The as- -
sets in a general account are derived from all classes of business and support the insurers’ obli-
gations on an unsegregated basis, with no particular assets being specifically committed to meet
the obli%atlons under any particular contract or policy.

143510 U.S. 86 (1993).
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such regulations become final. New policies issued after December
31, 1998, will be subject to the fiduciary obligations under
ERISA. 144 ,

In issuing regulations, the Secretary of Labor is to ensure that
such regulations are administratively feasible and protect the in-
terests and rights of the plan and of the plan’s participants and
beneficiaries. In so doing, the Secretary of Labor may exclude any
assets of the insurer with respect to its operations, products, or
services from treatment as plan assets. Further, the regulations
must provide that plan assets do not include assets which are not
treated as plan assets under present-law ERISA by reason of being
(1) assets of an investment company registered under the Invest-
ment Company Act of 1940, and (2) assets of an insurer with re-
spect to a guaranteed benefit policy issued by such insurer.

Under the Small Business Act, in connection with any policy
(other than a guaranteed benefit policy) issued by an insurer to or
for the benefit of an employee benefit plan, the regulations issued
by the Secretary of Labor must require that: (1) a plan fiduciary
totally independent of the insurer authorize the purchase of such
policy (unless it is the purchase of a life insurance, health insur-
ance, or annuity contract exempt from ERISA’s prohibited trans-
action rules); (2) after the date final regulations are issued the in-
surer provide periodic reports to the policyholder disclosing the
method by which any income or expenses of the insurer’s general
account are allocated to the policy and disclosing the actual return
to the plan under the policy and such other financial information
the Secretary may deem appropriate; (3) the insurer disclose to the
plan fiduciary the extent to which alternative arrangements sup-
ported by assets of separate accounts of the insurer are available,
whether there is a right under the policy to transfer funds to a sep-
arate account and the terms governing any such right, and the ex-
tent to which support by assets of the insurer’s general account and
support by assets of separate accounts of the insurer might pose
differing risks to the plan; and (4) the insurer must manage gen-
eral account assets with the level of care, skill, prudence and dili-
gence under the circumstances then prevailing that a prudent man
acting in a like capacity and familiar with such matters would use
in the conduct of an enterprise of a like character and with like
aims, taking into account all obligations supported by such enter-
prise. ‘

Under the Small Business Act, compliance by the insurer with
all the requirements of the regulations issued by the Secretary of
Labor is deemed compliance by such insurer with ERISA’s fidu-
ciary duties, prohibited transactions, and limitations on holding
employer securities and employer real property provisions (ERISA
secs. 404, 406, and 407).

Under the Small Business Act, no person is liable under ERISA
or the Code for conduct which occurred prior to the date which is
18 months following the effective date of the final regulations on
the basis of a claim that the assets of the insurer (other than plan
assets held in a separate account) constituted plan assets, except
as otherwise provided by the Secretary of Labor in order to prevent

144The term policy includes a contract.
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avoidance of the guidance in the regulations or as provided in an
action brought by the Secretary of Labor under ERISA’s enforce-
ment provisions for a breach of fiduciary responsibility which
would also constitute a violation of Federal criminal law or con-
stitute a felony under applicable State law.

The Small Business Act does not preclude the application of any
Federal criminal law.

Effective Date

The provision generally is effective on J anuary 1, 1975. However,
the provision does not apply to any civil action commenced before
November 7, 1995.

Revenue Effect '

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

23. Church pension plan simplification (secs. 1461 1463 of .
the Small Business Act and secs. 72(f), 404(a), 414(e), and
414(q) of the Code)

Present and Prior Law

In general a church plan is a plan estabhshed and mamtamed
for employees (or their beneficiaries) by a church or a church con-
vention or association of churches that is exempt from tax (sec.
414(e)). Church plans include plans maintained by an organization,
whether a corporation or otherwise, that has as its principal pur-
pose or function the administration or funding of a plan or program
for providing retirement or welfare benefits for the employees of
the church or convention or association of churches. Employees of
a church include any minister, regardless of the source of his or her
compensation, and an employee of an organization which is exempt
from tax and which is controlled by or associated with a church or
a convention or association of churches.145

Plans maintained by churches and certain church-controlled or-
ganizations are exempt from certain of the requirements applicable
to pension plans under the Code pursuant to ERISA. For example,
such plans are not subject to ERISA’s vesting, coverage, and fund-
ing requirements. In some cases, such plans are subject to provi-
sions in effect before the enactment of ERISA. Under the rules in
effect before ERISA, a plan cannot discriminate in favor of officers,
shareholder, persons whose principal duties consist in supervising
the work of other employees, or highly compensated employees.
Church plans may elect to waive the exemption from the qualifica-
tion rules (sec. 410(d)). Electing plans become subject to all the tax
Code (sec. 401(a)) qualification requirements, Title I of ERISA, and
the excise tax on prohibited transactions, and participate in the
pension plan termination insurance program administered by the
Pension Benefit Guaranty Corporation.

145With respect to certain provisions (e.g., the exemptxon for church lans from non-
discrimination requirements applicable to tax-sheltered annuities), the more limited definition
of church under the employment tax rules applies (secs. 3121(wX3)A) and (B)).
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Certain eligible employers may maintain tax-sheltered annuity
plans (sec. 403(b)). These plans provide tax-deferred retirement
savings for employees of public education institutions and employ-
ees of certain tax-exempt organizations (including churches and
certain organizations associated with churches). In addition to tax-
sheltered annuities, alternative funding mechanisms that provide
similar tax benefits include church-maintained retirement income
accounts (sec. 403(b)(9)).

For purposes of determining an employee’s investment in the
contract under the rules relating to taxation of annuities, amounts
contributed by the employer are included as investment in the con-
tract, but only to the extent that such amounts were includible in
the gross income of the employee or, if such amounts had been paid
directly to the employee, would not have been includible in income.
However, amounts contributed by the employer which, if they had
been paid directly to the employee, would have been excludable
under section 911 are not treated as investment in the contract, ex-
cept té% the extent attributable to services performed before January
1, 1963.

Reasons for Change

The Congress believed that the unique characteristics of church-
. es compared to other employers, including tax-exempt employers,
create particular problems in complying with the many require-
ments that apply to qualified pension plans. Thus, the Congress
found it appropriate to provide certain special rules with respect to
such plans.

Explanation of Provisions

The Small Business Act allows self-employed ministers to partici-
pate in a church plan. For purposes of the definition of a church
plan, a self-employed minister is treated as his or her own em-
ployer and as if the employer were a tax-exempt organization
under section 501(c)(3). The earned income of the self-employed
minister (for services as a minister) is treated as his or her com-
pensation. Self-employed ministers are able to deduct their con-
tributions.

In addition, ministers employed by an organization other than a
church are treated as if employed by a church. Thus, such min-
isters could also participate in a church plan. The Act provides that
if a minister is employed by an employer that is not eligible to
maintain a church plan, the minister is not taken into account by
that employer in applying nondiscrimination rules.

The Small Business Act permits retirement income accounts to
be established for self-employed ministers.

The Small Business Act provides that church plans subject to the
pre-ERISA nondiscrimination rules apply the same definition of
highly compensated employee as other pension plans, rather than
the pre-ERISA rule relating to employees who are officers, share-
holders, persons whose principal duties consist of supervising the
work of other employees or highly compensated employees.
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The Small Business Act provides that the Secretary of the Treas-
ury may develop safe harbor rules for church plans under the ap-
plicable coverage and nondiscrimination rules. =

The Small Business Act provides that, in the case of foreign mis-
sionaries, amounts contributed to.a plan by the employer are in-
vestment in the contract even though the amounts, if paid directly
to the employee, would have been excludable under section 911.

Effective Date

The provisions are effective for years beginning after December
31, 1996. , , ) e

Revenue Eﬂ'éct, N

The provisions are estimated to have a negligible effect on Fed-
eral fiscal year budget receipts.

24. Waiver of excise tax on failure to :a’y liﬁuiditi'" éﬁditfall
éiecbl‘(li&? of the Small Business Act and sec. 4971(f) of
e Code ' e _

Present and Prior Law o

. Effective for plan years beginning after December 31, 1994, a
provision in the Retirement Protection Act of 1994, enacted as part
of the implementing legislation for the General Agreement on Tar-
iffs and Trade (“GATT”), generally requires certain under funded
single-employer defined benefit plans to make quarterly contribu-
tions sufficient to maintain liquid plan assets, i.e., cash and mar-
ketable securities, in an amount approximately equal to three
times the total trust disbursements for the preceding 12-month pe-
riod. This liquidity requirement only applies to underfunded single-
employer defined benefit plans (other than small plans)46 that (1)
are required to make quarterly installments of their estimated
minimum funding contribution for the plan year, and (2) have a li-
quiditf' shortfall for any quarter during the plan year. ‘
A plan has a liquidity shortfall if its liquid assets as of the last
day of the quarter are less than the base amount for the quarter.
Liquid assets are cash, marketable securities and such other assets
as specified by the Secretary. The base amount for the quarter is
an amount equal to the product of three times the adjusted dis-
bursements from the plan for the 12 months ending on the last day
of the last month preceding the quarterly installment due date. If
the base amount exceeds the product of two times the sum of ad-
justed disbursements for the 36 months ending on the last day of
the last month preceding the quarterly installment due date, and
an enrolled actuary certifies to the satisfaction of the Secreta
that the excess is the result of nonrecurring circumstances, suc
nonrecurring circumstances are not included in the base amount.
For purposes of determining the base amount, adjusted disburse-
ments mean the amount of all disbursements from the plan’s trust,
including purchases of annuities, payments of single sums, other
benefit payments, and administrative expenses reduced by the

146A plan is a small plan if it had 100 or fewer participants on each day during the plan
year (as determined in Code sec. 412(1)6)).
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product of the plan’s funded current liability percentage for the
plan year and the sum of the purchases of annuities, payments of
single sums, and such other disbursements as the Secretary pro-
vides in regulations.

The amount of the required quarterly installment for defined
benefit plans that have a liquidity shortfall for any quarter is the
greater of the quarterly installment or the liquidity shortfall. The
amount of the liquidity shortfall must be paid in the form of liquid
assets. It may not be paid by the application of credit balances in
the funding standard account. The amount of any liquidity shortfall
payment when added to prior installments for the plan year cannot
exceed the amount necessary to increase the funded current liabil-
ity percentage of the plan te 100 percent taking into account the
expected increase in current liability due to benefits accruing dur-
ing the plan year.

If a liquidity shortfall payment is not made, the plan sponsor is
subject to a nondeductible excise tax equal to 10 percent of the
amount of the outstanding liquidity shortfall. A liquidity shortfall
payment will no longer be considered outstanding on the earlier of
(1) the last day of a later quarter for which the plan does not have
a liquidity shortfall or (2) the date on which the liquidity shortfall
for a later quarter is timely paid. If the liquidity shortfall remains
outstanding after four quarters, the excise tax increases to 100 per-
cent. ‘

Reasons for Change

The Congress believed it appropriate to give the Secretary of the
Treasury the authority to waive the excise with respect to liquidity
shortfalls under certain circumstances.

Explanation of Provision

The Small Business Act gives the Secretary of the Treasury au-
thority to waive all or part of the excise tax imposed for a failure
to make a liquidity shortfall payment if the plan sponsor estab-
lishes to the satisfaction of the Secretary of the Treasury that the
liquidity shortfall was due to reasonable cause and not willful ne-
glect and reasonable steps have been taken to remedy such short-
fall.

Effective Date
The provision is effective as if included in GATT.

~- " Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $4 million in 1997, $3 million in 1998, $2 million in
1999, $1 million in 2000, and by less than $500,000 in each of 2001
through 2006.
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25. Date for adoption of plan amendments (sec. 1465 of the
Small Business Act)

4 Present Law

Plan amendments to reflect amendments to the law generally
must be made by the time prescribed by law for filing the income
tax return of the employer for the employer’s taxable year in which
the change in law occurs.

Reasons for Change

The Congress believed that plan sponsors should have adequate
time to amend plan documents.

Explanation of Provision

The Small Business Act generally provides that any amendments
to a plan or annuity contract required by the pension simplification
provisions do not have to be made before the first plan year begin-
ning on or after January 1, 1998. In the case of a governmental
plan, the date for amendments is extended to the first plan year
beginning on or after January 1, 2000.

Effective Date
The provision is effective on the date of enactment.

Revenue Effect .
The provision is estimated to have no revenue effect.



III. FOREIGN SIMPLIIFICATION’PROVISION

1. Repeal of excess passive assets prow}ision (sec. 1501 of the
Small Business Act and section 956A of the Code)

Present arnd Prior Law

Under the rules of subpart F (secs. 951-964), certain 10-percent
U.S. shareholders of a controlled foreign corporation (CFC) are re-
quired to include in income currently for U.S. tax purposes certain
earnings of the CFC, whether or not such earnings are actually dis-
tributed currently to the shareholders. The 10-percent U.S. share-
holders of a CFC are subject to current U.S. tax on their shares
of certain income earned by the CFC (referred to as “subpart F in-
come”). The 10-percent U.S. shareholders also are subject to cur-
rent U.S. tax on their shares of the CFC’s earnings to the extent
such earnings are invested by the CFC in certain U.S. property.

In addition to these current inclusion rules, the Omnibus Budget
Reconciliation Act of 1993 (the “1993 Act”) enacted section 956A,
which applied another current inclusion rule to U.S. shareholders
of a CFC. Section 956A required the 10-percent U.S. shareholders
of a CFC to include in income currently their shares of the CFC’s
earnings to the extent such earnings were invested by the CFC in
excess passive assets. A CFC generally was treated as having ex-
cess passive assets if the average of the amounts of its passive as-
sets exceeded 25 percent of the average of the amounts of its total
assets; this calculation required a quarterly determination of the
CFC’s passive assets and total assets.

Reasons for Change

The Congress believed that, with the enactment of section 956A,
the 1993 Act added an additional layer of complexity to the subpart
F rules. In addition to determining the current inclusions with re-
spect to a CFC’s subpart F income and earnings invested in U.S.
property, the U.S. shareholders also had to determine the current
inclusion with respect to the CFC’s earnings invested in excess pas-
sive assets. Application of section 956A required determination and
measurement of the CFC’s passive assets and total assets on a
quarterly basis. The Congress understood that compliance with sec-
tion 956A imposed substantial administrative burdens on both tax-
payers and the IRS.

The Congress also understood that section 956A was enacted in -
order to restrict the benefits of tax deferral for CFCs that accumu-
late passive assets abroad. However, the Congress further under-
stood that the rules of section 956A operated to provide incentives
for CFCs to make investments, enter into transactions, and engage
in reorganizations for the purpose of avoiding the application of
such section. The Congress was informed that CFCs acquired for-

(188)
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eign assets that would not otherwise be attractive investments if
such acquisitions reduced the CFC’s percentage of passive assets
below the threshold for application of section 956A. The Congress
was further informed that some U.S. shareholders of CFCs viewed
section 956A as having the effect of an investment tax credit for
foreign investments by CFCs. For example, consider a U.S. share-
holder that owns a CFC with $30 of passive assets and $100 of
total assets. The U.S. shareholder could avoid a current inclusion
under section 956A by having the CFC reduce its passive assets so
that its ratio of passive assets to total assets fell to 25% or less.
. This could be accomplished by having the CFC distribute $7 of its
passive assets to the U.S. shareholder. However, it also could be ac-
complished by having the CFC invest $5 of its passive assets in ac-
tive foreign assets. Moreover, the U.S. shareholder could reduce the
CFC’s ratio of passive assets to total assets and avoid a current in-
clusion under section 956A by contributing $20 to the CFC which
the CFC uses to make an investment in $20 of additional activ
foreign assets. , : TR
The Congress was concerned that section 956A provided tax-

payers with incentives to engage in costly, non-economic trans-
actions. The Congress was further concerned that section 956A pro-
vided incentives for taxpayers to make investments outside the
United States that might otherwise be made in the United States.
The Congress believed that the administrative burdens of compli-
ance coupled with the costs associated with transactions under-
taken to avoid its application call into question the appropriateness
of section 956A. B ' o

Explanation of ProviQsi»on4 E
The Small Business Act repeals section 956A.
Effective Date

The provision is effective for taxable years of foreign corporations
beginning after December 31, 1996, and taxable years of U.S.
shareholders with or within which such taxable years of foreign
corporations end. ‘

.kebé;zue Eﬂ'ect

~The provision is estimated to reduce Federal fiscal year budget
receipts by $11 million in 1997, $22 million in 1998, $29 million in
1999, $36 million in 2000, $41 million in 2001, $45 million in 2002,

$51 million in 2008, $57 million in 2004, $64 million in 2005, and
$71 million in 2006. : an



IV. OTHER PROVISIONS

1. Exempt Alaska from diesel dyeing requirement while
Alaska is exempt from similar Clean Air Act dyeing re-
quirement (sec. 1801 of the Small Business Act and sec.
4081 of the Code)

Present and Prior Law

An excise tax totaling 24.3 cents per gallon is imposed on diesel
fuel. In the case of fuel used in highway transportation, 20 cents
per gallon is dedicated to the Highway Trust Fund. The remaining
portion of this tax is imposed on transportation generally and is re-
tained in the General Fund.- '

The diesel fuel tax is imposed on removal of the fuel from a pipe-
line or barge terminal facility (i.e., at the “terminal rack”). Present
law provides that tax is imposed on all diesel fuel removed from
terminal facilities unless the fuel is destined for a nontaxable use
and is indelibly dyed pursuant to Treasury Department regula-
tions.

In general, the diesel fuel tax does not apply to non-transpor-
tation uses of the fuel. Off-highway business uses are included
within this non-transportation use exemption. This exemption in-
cludes use on a farm for farming purposes and as fuel powering off-
highway equipment (e.g., oil drilling equipment). Use as heating oil
also is exempt. (Most fuel commonly referred to as heating oil is
diesel fuel.) The tax also does not apply to fuel used by State and
local governments, to exported fuels, and to fuel used in commer-
cial shipping. Fuel used by intercity buses and trains is partially
exempt from the diesel fuel tax.

A similar dyeing regime exists for diesel fuel under the Clean Air
Act. That Act prohibits the use on highways of diesel fuel with a
sulphur content exceeding prescribed levels. This “high sulphur”
diesel fuel is required to be dyed by the EPA. The State of Alaska
generally was exempted from the Clean Air Act, but not the excise
tax, dyeing regime for three years (until October 1, 1996, or such
later date established by the U.S. Environmental Protection Agen-
cy) (urban areas) or permanently (remote areas).

Reasons for Change

Most diesel fuel sold in Alaska is sold for nontaxable, off-highway
uses. Due to this fact and the Clean Air Act provision exempting
the State from that Act’s dyeing requirement, the Congress be-
lieved that adequate tax compliance in Alaska can be achieved
without dyeing diesel fuel destined for nontaxable uses.

(190)



191

Explanation of Provision

Diesel fuel sold in the State of Alaska will be exempt from the
diesel dyeing requirement during the period when that State is ex-
empt from the Clean Air Act dyeing requirements. Thus, subject to
a certification procedure to be developed by the Treasury Depart-
ment, undyed diesel fuel which is destined for a nontaxable use
may be removed from terminals without payment of tax through
September 30, 1996 (urban areas, unless extended by the Environ-
mental Protection Agency) or permanently (remote areas).

Effective Date

The provision is effective beginning with the first calendar quar-
ter after the date of enactment.

Revenue Effect : i

The provision is estimated to reduce Federal fiscal {ear budget
receipts by less than $500,000 in 1997, and by $1 million in each
of 1998 through 2006. .

2. Application of common paymaster rules to certain agency
accounts at State universities (sec. 1802 of the Smuall
Business Act and sec. 3121 of the Code)

Prior Law v
In general, the OASDI portion of FICA taxes are payable with
respect to employee remuneration not in excess of a contribution

base. If an employee works for more than one employer during a

year, these taxes are payable by each employer up to the contribu-

tion base. Under the common paymaster rule if an individual
works for two or more related corporations, the remuneration may
be treated as being from one employer and therefor taxable for one
contribution base. - . v e et
Section 125 of Social Security Amendments of 1983 provided a
common paymaster rule for certain State universities that employ
health care professionals as faculty members at a medical school
and at a tax-exempt faculty practice plan. This rule does not explic-
itly apply to situations where compensation is made through a uni-
versity agency account and not directly by a medical school faculty
practice plan. : :

-Reasons for Chaﬁge

The Congress believed that the application of the common pay-
master rule is appropriate in the foregoing circumstances where
such compensation is made through a university agency account.

Explanation of Provision

The Small Business Act establishes a common paymaster rule in
cases where: (1) a State or State university provides remuneration
pursuant to a single contract of employment to certain health care
professionals as members of its medical school faculty; and (2) an
agency account at such institution also provides remuneration to
such health care professionals. The agency account must receive
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funds for the remuneration from a faculty practice plan described
in section 501(c)(3) of the Code. The payments may only be distrib-
uted by the agency account to faculty members who render patient
care at the medical school. The faculty members receiving pay-
ments must comprise at least 30 percent of the membership of the
faculty practice plan.

Effective Date

The provision is effective for remuneration paid after December
31, 1996.

Revenue Effect

The provision is. estimated to reduce Federal fiscal year budget
receipts by less than $1 million per year.

3. Modifications to excise tax on ozone-depleting chemicals

a. Exempt imported recycled halons from the excise
tax on ozone-depleting chemicals (sec. 1803(a) of
vthe Small Business Act and sec. 4282 of the Code)

Present and Prior Law

An excise tax is imposed on the sale or use by the manufacturer
or importer of certain ozone-depleting chemicals (sec. 4681). The
amount of tax generally is determined by multiplying the base tax
amount applicable for the calendar year by an ozone-depleting fac-
tor assigned to each taxable chemical. The base tax amount is
$5.80 per pound in 1996 and will increase by 45 cents per pound
per year thereafter. The ozone-depleting factors for taxable halons
are 3 for halon-1211, 10 for halon-1301, and 6 for halon-2402.

Taxable chemicals that are recovered and recycled within the
United States are exempt from tax (sec. 4682(d)(1)).

Reasons for Change

The Congress recognized that, under the Clean Air Act as
amended and under the terms of the Montreal Protocol, domestic
production of halons generally ceased after 1993. However, these
chemicals are valuable as fire suppressants, particularly in those
environments where human life may be endangered. The inter-
national restriction on production of halons has caused some indi-
viduals who had used halons in certain fire suppression systems to
withdraw the halons from those systems and make them available
for more highly valued uses. The Congress believed that the sub-
stantial tax on imported halons impeded the flow of these recov-
ered and recycled halons to their most highly valued uses. The
Congress further observed that, because production of new halons
is banned domestically, permitting imported recycled halons to
enter the domestic market with a rate of tax less than that of new
production does not place at a disadvantage domestic producers or
dealers in halons. Therefore, the Congress believed it was appro-
priate to provide comparable tax treatment to imported recycled
halons to that accorded domestic recycled halons.
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Explanation of Provision

The Small Business Act extends the exemption from tax for do-
mestically recovered and recycled ozone-depleting chemicals to im-
ported recycled halons. The exemption for imported recycled halons
applies only to such chemicals imported from countries that are
signatories to the Montreal Protocol on Substances that Deplete the
Ozone Layer.

The Congress recognizes that it is generally impossible to distin-
guish recycled halons from newly manufactured halons. The Con-
gress intends that the Secretary of the Treasury, after consultation
with the Administrator of the Environmental Protection Agency,
establish a certification procedure drawing upon the international
regulatory framework for trade in such chemicals provided under

the Montreal Protocol and its subsequent amendments, as ratified
by the United States Senate. ' -

Effective Date

The provision is effective for halon-1301 and halon-2402 im-
ported after December 31, 1996, and for halon-1211 imported after
December 31, 1997.

Revenue Eﬁ'ect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million per year, beginning with fiscal year 1997."

b. Exempt chemicals used in metered-dose inhalers

from the excise tax on ozone-depleting chemicals

 (sec. 1803(b) of the Small Business Act and sec.
4282 of the Code) ’

‘ Present and Prior L_qw

An excise tax is imposed on the sale or use by the manufacturer
or importer of certain ozone-depleting chemicals (sec. 4681). The
amount of tax generally is determined by multiplying the base tax
amount applicable for the calendar year by an ozone-depleting fac-
tor assigned to each taxable chemical. The base tax amount is
$5.80 per pound in 1996 and will increase by 45 cents per pound
per year thereafter. ‘ )

A reduced rate of tax of $1.67 per pound applied to chemicals
used as propellants in metered-dose inhalers (sec. 4682(g)(4)).

Reasons for Change

The Congress recognized that under the Clean Air Act as amend-
ed and under the terms of the Montreal Protocol, the use of ozone-
- depleting chemicals as a propellant in metered-dose inhalers has
been designated as an essential use. As such, use of ozone-deplet-
ing chemicals as propellants in metered-dose inhalers is permitted
despite the general prohibition on such chemicals. In light of this,
the Congress believed it was appropriate to provide a correspond-
ing exemption from tax for these important medical uses.” =~ "
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Explanation of Provision

The Small Business Act exempts chemicals used as propellants
ir}n1 mgt:;‘ed-dose inhalers from the excise tax on ozone-depleting
chemicals. 4

Effective Date

The provision is effective for chemicals sold or used seven days
after the date of enactment (on or after August 27, 1996).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $12 million in fiscal 1997, $8 million in fiscal 1998, $8
million in fiscal 1999, and $2 million in fiscal 2000.

4. Tax-exempt bonds for the sale of Alaska Power Adminis-
tration facility (sec. 1804 of the Small Business Act)

Prior Law

Interest on State and local government bonds generally is ex-
cluded from income unless the bonds are issued to provide financ-
ing for private parties. Present law includes several exceptions,
however, that allow tax-exempt bonds to be used to provide financ-
ing for certain specifically identified private purposes (“private ac-
tivity bonds”), including financing for certain facilities for the fur-
nishing of electricity and gas. State and local government bonds is-
sued to acquire existing output property (other than water facili-
ties) are treated as private activity bonds even if a State or local
government owns or operates the property. Similarly, bonds issued
to acquire existing property, the output from which will be sold to
ﬁ pr('iivate party under a take or pay contract, are private activity

onds.

Most private activity bonds are subject to overall annual State
volume limits of the greater of $50 per resident of the State or
$150 million. Additionally, persons acquiring property financed
with most private activity bonds must satisfy a rehabilitation re-
quirement as a condition of the financing. -

Reasons for Change

Limited tax-exempt financing is an integral component of re-
cently enacted legislation authorizing the sale of certain existing
facilities by the Alaska Power Administration. The Congress deter-
mined that a limited exception to the rehabilitation requirement of
the tax-exempt bond rules is appropriate to facilitate completion of
this unique transaction. '

Explanation of Provision

The Small Business Act provides an exception from the general
rehabilitation requirement for private activity bonds used to fi-
_nance the acquisition of the Snettisham hydroelectric project from
the Alaska Power Administration pursuant to the legislation au-
thorizing that transaction. Bonds for this acquisition will be subject
to the State of Alaska’s private activity bond volume limit.
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Eﬂ"ective Date

The proviSidn is éﬁ'ective for bonds issued after the date of enact-
ment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million per year during the period 1997 through
2006. The asset sale involved in the underlying transaction is esti-
mated to increase Federal fiscal year budget receipts by $76 million
in 1997 and to reduce those receipts by $7 million annually during
the period 1998 through 2006. :

5. Allow bank common trust funds to transfer assets to ;fégﬁ-
lated investment companies without taxation (sec. 1805
of the Small Business Act and sec. 584 of the Code)

Prior Law

Common trust funds

Under both prior and present law, a common trust fund is a fund
maintained by a bank exclusively for the collective investment and
reinvestment of monies contributed by the bank in its capacity as
a trustee, executor, administrator, guardian, or custodian of certain
accounts and in conformity with rules and regulations of the Board
of Governors of the Federal Reserve System or the Comptroller of
the Currency pertaining to the collective investment of trust funds
by national banks (sec. 584(a)).

The common trust fund is not subject to tax and is not treated
as a corporation (sec. 584(b)). Each participant in a common trust
fund includes his proportional share of common trust fund income,
w&&tl;)er or not the income is distributed or distributable (sec.
584(c)).

No gain or loss is realized by the fund upon admission or with-
drawal of a participant. Participants generally treat their admis-
sion to the fund as the purchase of an interest. Withdrawals from
the fund generally are treated as the sale of an interest by the par-
ticipant (sec. 584(e)). '

Regulated investment companies (“RICs”)

A RIC also is treated as a conduit for Federal income tax pur-
poses. Conduit treatment is accorded by allowing the RIC a deduc-
tion for dividend distributions to its shareholders. Present law is
unclear as to the tax consequences when a common trust fund
transfers its assets to one or more RICs.

Reasons for Change

The Congress understood that administrative costs of managing
pools of assets can be reduced for many banks if the bank utilizes
the expertise of professional investment managers employed at mu-
tual funds rather than attempting to duplicate the same invest-
ment management services within the bank. The Congress further
recognized that generally both common trust funds and mutual
funds seek broad diversification of the assets contributed by the in-
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vestors in the common trust fund or the mutual fund. Because both
. the common trust fund and the mutual fund are conduit entities
for Federal income tax purposes, the Congress believed that it
would be inappropriate tc impose a tax when the common irust
fund transfers substantially all of its assets to one or more RICs,
because only the form of the investment pool has been changed.

Explanation of Provision

In general, the Small Business Act permits a common trust fund
to transfer substantially all of its assets to one or more RICs with-
out gain or loss being recognized by the fund or its participants.
The fund must transfer its assets to the RICs solely in exchange
for shares of the RICs, and the fund must then distribute the RIC
shares to the fund’s participants in exchange for the participants’
‘interests in the fund.

The basis of any asset received by a RIC will be the basis of the
asset in the hands of the fund prior to transfer (increased by the
amount of gain recognized by reason of the rule regarding the as-
sumption of liabilities). In addition, the basis of any RIC shares
that are received by a fund participant will be an allocable portion
of the participant’s basis in the interests exchanged. If stock in
more than one RIC is received in exchange for assets of a common
trust fund, the basis of the shares in each RIC is determined by
allocating the basis of common fund assets used in the exchange
among the shares of each RIC received in the exchange on the
basis of the respective fair market values of the RICs.:

- The tax-free transfer is not available to a common trust fund
with assets that are not diversified under the requirements of sec-
tion 368(a)(2)(F)(ii), except that the diversification test is modified
so that Government securities are not to be included as securities
of an issuer and are to be included in determining total assets for
purposes of the 25- and 50-percent tests.

Effective Date

The provision is effective for transfers after December 31, 1995.
In order to qualify for the provision, the transfer by the common
trust fund to the RIC must occur after December 31, 1995. The
Congress intended that there is no requirement for qualification
that the transfer of assets by the common trust fund to one or more
RICs and the distribution of RIC shares to participants in the com-
mon trust fund be made contemporaneously or pursuant to a single
plan.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $4 million in 1996, $9 million 1997, $8 million in 1998
through 2002, and $9 million in each of 2003 through 2006.
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6. Treatment of qualified State tuition programs (sec. 1806
of the Small Business Act and new sec. 529 of the Code)

Prior Law

In Michigan v. United States, 40 F.3d 817 (6th Cir. 1994), the
Sixth Circuit held that the Michigan Education Trust, an entity
created by the State of Michigan to operate a prepaid tuition pay-
ment program, is an integral part of the State, and, thus, the in-
vestment income realized by the Trust is not currently subject to
Federal income tax. The Trust was established to receive advance
payments of college tuition, invest the money, and ultimately make
disbursements under a program that allows beneficiaries to attend
any of the State’s public colleges or universities without further
tuitic;n costs for a year or more (depending on the terms of the con-
tract).

Section 115 of the Code provides that gross income does not in-
clude income derived from any public utility or the exercise of any
essential governmental function and accruing to a State or any po-
litical subdivision thereof, or the District of Columbia.

Section 2501 imposes a Federal gift tax on certain transfers of
property by gift. Section 2503(e) specifically excludes from gifts
subject to tax under section 2501 any “qualified transfer,” which in-
cludes any amount paid on behalf of an individual as tuition to an
educational institution (as described in sec. 170(b)(1)(A)(ii)) for the
education or training of such individual.

On June 11, 1996, the Treasury Department issued final regula-
tions under the original issue discount (“OID”) provisions of the
Code (secs. 163(e) and 1271 through 1275), including regulations
relating to debt instruments that provide for contingent payments
(see TD 8674). These regulations specifically provide that they do
not apply to contracts issued pursuant to State-sponsored prepaid
tuition programs, whether or not the contracts are debt instru-
ments. In addition, the IRS announced in Rev. Proc. 96-34 that it
will not issue advance rulings or determination letters regarding
State-sponsored prepaid tuition plans because issues that arise
under such plans are being studied.

Reasons for Change

The Congress believed that it is appropriate to clarify the tax
treatment of State-sponsored prepaid tuition and educational sav-
ings programs in order to encourage persons to save to meet post-
secondary educational expenses. '

Explanation of Provision

The Small Business Act provides tax-exempt status to “qualified
State tuition programs,” meaning programs established and main-
tained by a State (or agency or instrumentality thereof) under
which persons may (1) purchase tuition credits or certificates on
behalf of a designated beneficiary that entitle the beneficiary to a
waiver or payment of qualified higher education expenses of the
beneficiary, or (2) make contributions to an account that is estab-
lished for the purpose of meeting qualified higher education ex-
penses of the designated beneficiary of the account. “Qualified
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higher education expenses” are defined as tuition, fees, books, sup-
plies, and equipment required for the enrollment or attendance at
a college or university (or certain vocational schools). The Small
Business Act specifically provides that, although a qualified State
tuition program generally is exempt from Federal income tax, such
a program is subject to the unrelated business income tax
(UBIT).147

A qualified State tuition program is required to provide that pur-
chases or contributions may only be made in cash. A qualified
State tuition program must provide adequate safeguards to prevent
contributions on behalf of a designated beneficiary in excess of
those necessary to provide for the qualified higher education ex-
penses of the beneficiary. Contributors and beneficiaries are not al-
lowed to direct any investments made on their behalf by the pro-
gram. The program is required to maintain a separate accounting
for each designated beneficiary. A specified individual must be des-
ignated as the beneficiary at the commencement of participation in
a qualified State tuition program (i.e., when contributions are first
made to purchase an interest in such a program 148 ), unless inter-
ests in such a program are purchased by a State or local govern-
ment or a tax-exempt charity described in section 501(c)3) as part
of a scholarship program operated by such government or charity
under which beneficiaries to be named in the future will receive
such interests as scholarships. A transfer of credits (or other
amounts) from one account benefiting one designated beneficiary to
another account benefiting a different beneficiary will be consid-
ered a distribution (as will a change in the designated beneficiary
of an interest in a qualified State tuition program) unless the new
beneficiary is a member of the family of the old beneficiary.149
Earnings on an account may be refunded to a contributor or bene-
ficiary, but the State or instrumentality must impose a more than
de minimis monetary penalty unless the refund is (1) used for
qualified higher education expenses of the beneficiary, (2) made on
account of the death or disability of the beneficiary 150, or (3) made
on account of a scholarship (or allowance or payment described in
section 135(dX1)(B) or (C)) received by the designated beneficiary
to the extent the amount refunded does not exceed the amount of
the scholarship, allowance, or payment. A qualified State tuition
program may not allow any interest in the program or any portion
thereof to be used as security for a loan.

147The Small Business Act specifically provides that an interest in a qualified State tuition
program will not be treated as debt for purposes of the UBIT debt-financed property rules (sec.
514). Consequently, a qualified State tuition program’s investment income will not constitute
debt-financed property income subject to the UBIT merely because the program accepts con-
tributions and is obligated to pay out (or refund) such contributions and certain earnings there-
on to designated beneficiaries or to contributors. However, investment income of a qualified
State tuition program could be subject to the UBIT as debt-financed property income to the ex-
tent the program acquires indebtedness when investing the contributions made on behalf of des-
ignated beneficiaries.

148 The Small Business Act allows for a change in designated beneficiaries, so long as the new
beneficiary is a member of the family of the old beneficiary.

149For this purpose, the term “member of the family” is defined under present-law section
2032A(eX2). ,

150Thus, a State need not impose a monetary penalty when a refund is made from a qualified
State tuition program in order to cover medical expenses incurred by (or on behalf of) a des-
ignated beneficiary who suffers a disabling illness (and who could be any member of the family
of the originally designated beneficiary).
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In addition, the Small Business Act provides that no amount
shall be included in the gross income of a contributor to, or bene-
ficiary of, a qualified State tuition program with respect to any dis-
tribution from, or earnings under, such program, except that (1)
amounts distributed or educational benefits provided to a bene-
ficiary (e.g., when the beneficiary attends college) will be included
in the beneficiary’s gross income (unless excludable under another
Code section) to the extent such amount or the value of the edu-
cational benefits exceeds contributions made on behalf of the bene-
ficiary, and (2) amounts distributed to a contributor (e.g., when a
parent or other relative receives a refund) will be included in the
contributor’s gross income to the extent such amounts exceed con-
tributions made by that person.15! The Congress expressed its un-
derstanding that if matching-grant amounts are distributed to (or
on behalf of) a beneficiary as part of a qualified State tuition pro-
gram, then such matching-grant amounts still may be excluded
from the gross income of the beneficiary as a scholarship under
present-law section 117. B \

Contributions made to a qualified State tuition program will be
treated as incomplete gifts for Federal gift tax purposes. Thus, any
Federal gift tax consequences will be determined at the time that
a distribution is made from an account under the program. The
waiver (or payment) of qualified higher education expenses of a
designated beneficiary by (or to) an educational institution under
a qualified State tuition program will be treated as a qualified
transfer for purposes of present-law section 2503(e).152 Amounts
contributed to a qualified State tuition program (and earnings
thereon) will be included in the contributor’s estate for Federal es-
tate tax purposes in the event that the contributor dies before such
amounts are distributed under the program.

Eﬁ'ective Date

The provision is effective for taxable years ending after the date
of enactment. The Small Business Act also includes a transition
rule providing that if (1) a State maintains (on the date of enact-
ment) a program under which persons may purchase tuition credits
on behalf of, or make contributions for educational expenses of, a
designated beneficiary, and (2) such program meets the require-
ments of a qualified State tuition program before the later of (a)
one year after the date of enactment, or (b) the first day of the first
calendar quarter after the close of the first regular session of the
State legislature that begins after the date of enactment, then the
provisions of the Small Business Act will apply to contributions
(and earnings allocable thereto) made before the date the program
meets the requirements of a qualified State tuition program, with-

151 Specifically, the Small Business Act provides that any distribution under a qualified State
tuition program shall be includible in the gross income of the distributee in the same manner
as provided under present-law section 72 to the extent not excluded from gross income under
any other provision of the Code.

1521n this regard, the Congress intended that if a qualified State tuition program issues a
check in the names of both the designated beneficiary and an educational institution at which
the beneficiary incurs (or will incur) qualified higher education expenses, then the issuance of
the check will be considered a payment of qualified higher education expenses to an educational
{)rmution if the check (after endorsement by the beneficiary) is deposited in the institution’s

account.
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out regard to whether the requirements of a qualified State tuition
program are satisfied with respect to such contributions and earn-
ings (e.g., even if the interest in the tuition or educational savings
program covers not only qualified higher education expenses but
also room and board expenses).153

Revenue Effect

The provision is estimated to have a negligible revenue effect on
Federal fiscal year budget receipts.

7. Tax credit and exclusion for adoption expenses (sec. 1807
olt; tlée dSl;lall Business Act and new secs. 28 and 137 of
the Code

Present and Prior Law

Under present law, the Federal Adoption Assistance program (a
Federal outlay program) provides financial assistance for the adop-
tion of certain special needs children. In general, a special needs
child is defined as a child who (1) according to a State determina-
tion, could not or should not be returned to the home of the birth
parents and (2) on account of a specific factor or condition (such as
ethnic background, age, membersgip in a minority or sibling group,
medical condition, or physical, mental or emotional handicap),
could not reasonably be expected to be adopted unless adoption as-
sistance is provided. Specifically, the program provides assistance
for adOftion expenses for those special needs children receiving
Federally assisted adoption assistance payments as well as special
needs children in private and State-funded programs. The maxi-
mum Federal reimbursement is $1,000 per special needs child. Re-
imbursable expenses include those nonrecurring costs directly asso-
ciated with the adoption process such as legal costs, social service
review, and transportation costs.

Prior law provided no specific Federal tax benefits to encourage
adoption.

Reasor_z for Change

The Congress believed that the financial costs of the adoption
process should not be a barrier to adoption. In addition, the Con-
gress wished to encourage further the adoption of special needs
children, as defined under present law section 473(c) of the Social
Security Act. Therefore in the case of domestic special needs adop-
tions, the maximum tax credit was increased from $5,000 to
$6,000, and was not made subject to the sunset. Similarly, the al-
lowable exclusion under an employer adoption assistance program
was increased from $5,000 to $6,000 in the case of a domestic spe-
cial needs adoption.

183 A technical correction may be necessary to clarify that the transition rule covers contribu-
tions (and earnings allocable thereto) made after the date a State program comes into compli-
ance with the requirements of a qualified State tuition program if such contributions are made
pursuant to a contract entered into before the date the program comes into compliance with the
‘requirements of a qualified State tuition program. Moreover, the IRS is encouraged to admin-
ister general rules under prior law to achieve a result consistent with such a clarification of
the Small Business Act’s transition rule in cases where contributions (i.e., installment pay-
ments) are made pursuant to a contract entered into before the date a State program meets
the requirements of a qualified State tuition program.
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The Congress believed that encouraging adoptions in an efficient
manner requires a continuous effort to improve the delivery of Fed-
eral subsidies. For this reason, the Congress believed that a Treas-
ury Department study is necessary to determine whether the adop-
tion credit and exclusion are an efficient Federal subsidy.

Explanation of Provision
Tax credit ' o

The Small Business Act provides taxpayers with a maximum
nonrefundable credit against income tax liability of $5,000 per
child for qualified adoption expenses paid (in the case of a cash
basis taxpayer) or incurred (in the case of an accrual basis tax-
payer) by the taxpayer. In the case of a special needs adoption, the
maximum credit amount is $6,000 ($5,000 in the case of a foreign
special needs adoption). A special needs child is a child who the
‘State has determined: (1) cannot or should not be returned to the
home of the birth parents, and (2) has a specific factor or condition
because of which the child cannot be placed with adoptive parents
without adoption assistance.15¢ Examples of factors or conditions
are the child’s ethnic background, age, membership in a minority
or sibling group, medical conditions, or physical, mental, or emo-
tional handicaps. The Small Business Act provides that to the ex-
tent the otherwise allowable credit exceeds the tax liability limita-
tion of section 26 (reduced by other personal credits) the excess
shall be carried forward as an adoption credit into the next taxable
year, up to a maximum of five taxable years.

Qualified adoption expenses are reasonable and necessary adop-
tion fees, court costs, attorneys’ fees, and other expenses that are
directly related to the legal adoption of an eligible child. All reason-
able and necessary expenses required by a State as a condition of
adoption are ualifiedp adoption expenses. For example, expenses
may include the cost of construction, renovations, alterations or
purchases specifically required by the State to meet the needs of
the child. In the case of an adoption of a child who is not a citizen
or a resident of the United States (foreign adoption), the credit is
not available unless the adoption is finalized. In the case of other-
wise qualified expenses that are incurred in an adoption that is not
yet identified as either a domestic or a foreign adoption, the credit
would not be available until the expenses are identified as either
relating to a domestic adoption (whether or not finalized) or to a
finalized foreign adoption. In some instances that may require the
filing of an amended tax return. ;

An eligible child is an individual (1) who has not attained age 18
or (2) who is physically or mentally incapable of caring for himself
or herself. After December 31, 2001, the credit will be available
only for domestic special needs adoptions. No credit is allowed for
expenses incurred (1) in violation of State or Federal law, (2) in
carrying out any surrogate parenting arrangement, (3) in connec-
tion with the adoption of a child of the taxpayer’s spouse, or (4)
that are reimbursed under an employer adoption assistance pro-
gram or otherwise. .

154 After December 31, 2001, for purposes of the credit only domestic special needs adoptions
will qualify as special needs adoptions.
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The credit is phased out ratably for taxpayers with modified ad-
justed gross income (AGI) above $75,000, and is fully phased out
at $115,000 of modified AGIL. For these purposes modified AGI is
computed by increasing the taxpayer’s AGI by the amount other-
wise excluded from gross income under Code sections 911, 931, or
933 (relating to the exclusion of income of U.S. citizens or residents
living abroad; residents of Guam, American Samoa, and the North-
ern Mariana Islands, and residents of Puerto Rico, respectively).

The $5,000 limit is a per child limit, not an annual limitation.
For example, if in the case of an attempt to adopt a child a tax-
payer pays or incurs $3,000 of qualified adoption expenses in year
one and $3,000 of qualified adoption expenses in year two, then the
taxpayer would receive $5,000 not $6,000 of credit. To illustrate
further, if a taxpayer pays or incurs $1,000 of otherwise qualified
adoption expenses at each of three agencies in unsuccessful at-
tempts to adopt a child before paying or incurring $4,000 of other-
wise qualified adoption expenses in a successful domestic adoption,
the taxpayer’s maximum adoption credit is $5,000, not $7,000. The
credit may be less than $5,000 because of other limitations. It is
also intended that when more than one taxpayer (e.g., more than
one unmarried individual) who are parties to an adoption pays or
incurs qualified adoption expenses for the adoption of the same
child, the total adoption credit claimed by all parties shall not ex-
ceed $5,000. . .

Otherwise qualified adoption expenses paid or incurred in one
taxable year are not taken into account for purposes of the credit
until the next taxable year unless the expenses are paid or in-
curred in the year the adoption becomes final. To illustrate this
rule, consider again the example of a taxpayer who pays or incurs
$3,000 of qualified adoption expenses in year one and $3,000 of
qualified adoption expenses in year two for a domestic adoption.
Assume the adoption is not finalized until year three. Under this
general rule, the $3,000 of qualified expenses paid or incurred in
year one would be allowed in year two and $2,000 of the $3,000
paid or incurred in year two would be allowed in year three. Alter-
natively, if the adoption was finalized in year two, then $5,000 of
qualified expenses would be allowed in year two.

To avoid a double benefit, the Small Business Act denies the
credit to taxpayers to the extent the taxpayer may use otherwise
qualified adoption expenses as the basis of another credit or deduc-
tion. Similarly, the credit is not allowed for any expenses for which
a grant is received under any Federal, State, or local program. This
denial of the credit also applies in the case of special needs adop-
tions. Also, when the adoption credit is allowed because the tax-
payer expends amounts chargeable to a capital account (e.g., the
costs of constructing a ramp at the taxpayer’s house to accommo-
date a wheelchair that is required as a condition of the adoption),
the taxpayer is not allowed additional basis in the house to the ex-
tent of the adoption credit allowed. Where the amount of qualified
adoption expenses exceeds $5,000, (e.g., $5,000 of legal fees and
$5,000 of ramp construction costs) it is intended that the amounts
not chargeable to a capital account (the legal fees) are treated as
the basis of the credit before any amounts that are chargeable to
a capital account. In this way, for example, the taxpayer may sat-
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isfy the requirements of the adoption credit with the legal fees and
may add the ramp construction costs to the basis in the house.

The Small Business Act provides that individuals who are mar-
ried at the end of the taxable year must file a joint return to re-
ceive the credit unless they lived apart from each other for the last
six months of the taxable year and the individual claiming the
credit (1) maintained as his or her home a household for the child
for more than one-half of the taxable year and (2) furnished over
one-half of the cost of maintaining that household in that taxable
year. Further, the Small Business Act provides that an individual
legally separated from his or her spouse under a decree of divorce
or separate maintenance is not considered married for purposes of
this provision.

Exclusion from income

The Small Business Act provides a maximum $5,000 exclusion
from the gross income of an employee for qualified adoption ex-
penses (as defined above) paid by the employer.155 The $5,000 limit
is a per child limit, not an annual limitation. In the case of a spe-
cial needs adoption, the maximum exclusion from income is $6,000
($5,000 in the case of foreign special needs adoptions). No exclusion
is allowed for amounts paid or incurred by an employer after De-
cember 31, 2001. In order for the exclusion to apply, the expenses
would have to be paid under an adoption assistance program in
connection with an adoption of an eligible child (as described
above) by an employee. '

An adoption assistance program is a nondiscriminatory plan of
an employer under which the employer provides employees with
adoption assistance. Also, not more than 5 percent of the benefits
under the program for any year may benefit a class of individuals
consisting of more than 5-percent owners of the employer and the
spouses or dependents of such more than 5-percent owners. An
adoption assistance program is not required to be funded but must
provide reasonable notification of the availability and terms of the
program to eligible employees. An adoption reimbursement pro-
gram operated under section 1052 of title 10 of the U.S. Code (re-
lating to the armed forces) or section 514 of title 14 of the U.S.
Code (relating to members of the Coast Guard) is treated as an
adoption assistance program ‘for these purposes. Adoption assist-
ance is a qualified benefit under a cafeteria plan. The exclusion is
phased out ratably for taxpayers with modified AGI above $75,000
and is fully phased out at $115,000 of modified AGI (in the same
manner as the adoption credit 156). Adoption expenses paid or reim-
bursed under an adoption assistance program may not be taken
into account in determining the adoption credit. A taxpayer may,
however, satisfy the requirements of the adoption credit and exclu-
sion with different expenses paid or incurred by the taxpayer and
employer respectively. For example in the case of an adoption that
costs $10,000 with $5,000 of expenses paid by the taxpayer and
$5,000 paid by the taxpayer’s employer under an adoption assist-
ance program the taxpayer may qualify for the adoption credit and

156 The Small Business Act does not include a payroll tax exclusion for these amounts.
156 A technical correction may be needed so that the statute reflects this intent.
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the exclusion. The Congress expects that these provisions will be
administered (pursuant to the Commissioner’s regulatory author-
ity) so that withholding from the taxpayer’s wages approximates as
closely as possible the taxpayer’s ultimate tax liability.

Under the Small Business Act, the Secretary of the Treasury has
the authority to issue regulations to carry out these provisions, in-
cluding regulations treating unmarried individuals who pay or
incur qualified adoption expenses with respect to the same child as
one taxpayer for purposes of applying the dollar limitations. In the
case of amounts paid or expenses incurred under an adoption as-
sistance program that may otherwise be chargeable to a capital ac-
count, an ordering rule similar to the one for the adoption credit
applies. :

Taxpayer identification numbers (TINS)

The Congress was concerned that problems may arise in process-
ing tax returns of adopting parents because of unavoidable delays
involved in obtaining a social security number of a child who is
being adopted. The Congress understood that the Internal Revenue
Service recognizes these concerns and is committed to working with
the Congress to develop as soon as possible an administrative solu-
tion that minimizes the burdens imposed on adopting parents while
balancing processing and potential compliance considerations.

A taxpayer is, however, required to provide information about
the name, age and TIN of each adopted child for both the tax credit
and exclusion where such information is known to the taxpayer.
The Secretary of the Treasury may also require other information
to improve compliance with these sections, (e.g., identification of
the agent, if any, assisting with the adoption). _

Treasury study

The Secretary of the Treasury is directed te prepare a study of
the effects of the tax credit and exclusion on both non-special needs
adoptions and special needs adoptions, to be submitted to the
House Committee on Ways and Means and the Senate Committee
on Finance by January 1, 2000.

Effective Date
The provision is effective for taxable years beginning after De-
cember 31, 1996. _ _ V ‘
. ' o ‘Revenue- Effect
The provision is estimated to reduce Federal fiscal year budget
receipts by $19 million in 1997, $204 million in 1998, $332 million
in 1999, $355 million in 2000, $366 million in 2001, $348 million

in 2002, $222 million in 2003, $139 million in 2004, $129 million
in 2005, and $119 million in 2006. :
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8. Six-month delay in implementation of electronic fund
transfer system for collection of certain taxes (sec. 1809
of the Small Business Act)

Present and Prior Law

Employers are required to withhold income taxes and FICA taxes
from wages paid to their employees. Employers also are liable for
their portion of FICA taxes, excise taxes, and estimated payments
of their corporate income tax liability.

The Code requires the development and implementation of an
electronic fund transfer system to remit these taxes and convey de-
posit information directly to the Treasury (Code sec. 6302(h)). The
Electronic Federal Tax Payment System (“EFTPS”) was developed
by Treasury in response to this requirement.!57 Employers must
enroll with one of two private contractors hired by the Treasury.
. After enrollment, employers generally initiate deposits either by
telephone or by computer. :

The new system is phased in over a period of years by increasing
each year the percentage of total taxes subject to the new EFTPS
system. For fiscal year 1994, 3 percent of the total taxes are re-
quired to be made by electronic fund transfer. These percentages
increased gradually for fiscal years 1995 and 1996. For fiscal year
1996, the percentage was 20.1 percent (30 percent for excise taxes
and corporate estimated tax payments). For fiscal year 1997, these
percentages increased significantly, to 58.3 percent (60 percent for
excise taxes and corporate estimated tax payments). The specific
implementation method required to achieve the target percentages
is set forth in Treasury regulations. Implementation began with
the largest depositors. Under prior law, Treasury had implemented
the 1997 percentages by requiring that all employers who deposit
more than $50,000 in 1995 must begin using EFTPS by January
1, 1997.

Reasons for Change

The Congress was concerned that the initial mailing by IRS to
employers that informed them of the 1997 requirements confused
many of these employers. The Congress believed that it was nec-
essary to provide additional time prior to implementation of the
1997 requirements so that employers may be better informed about
their responsibilities. :

Explanation of Provision

The Small Business Act provides that the increase in the re-
quired percentages for fiscal year 1997 (which, pursuant to Treas-
ury regulations, was to take effect on January 1, 1997) shall not
take effect until July 1, 1997.

Effective Date.

The provision is effective on the date of enactment.

157 Treasury had earlier developed TAXLINK as the prototype for EFTPS, TAXLINK has been
operational for several years; EFTPS is currently becomin% operational. Employers currently
using TAXLINK will ultimately be required to participate in EFTPS. '
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Revenue Effect

" The provision is estimated to have no effect on Federal fiscal
year budget receipts.



V. REVENUE OFFSETS

1. Modifications of the Puerto Rico and possession tax cred-
it (sec. 1601 of the Small Business Act and section 936
and new section 30A of the Code)

Prior Law

Certain domestic corporations with business operations in the
U.S. possessions (including, for this purpose, Puerto Rico and the
U.S. Virgin Islands) may elect the Puerto Rico and possession tax
credit which generally eliminates the U.S. tax on certain income re-
lated to their operations in the possessions. In contrast to the for-
eign tax credit, the Puerto Rico and possession tax credit is a “tax
sparing” credit. That is, the credit is granted whether or not the
electing corporation pays income tax to the possession. Income eli-
gible for the credit under this provision falls into two broad cat-
egories: (1) possession business income, which is derived from the
active conduct of a trade or business within a U.S. possession or
from the sale or exchange of substantially all of the assets that
were used in such a trade or business; and (2) qualified possession
source investment income (“QPSII”), which is attributable to the in-
vestment in the possession or in certain Caribbean Basin countries
of funds derived from the active conduct of a possession business.

In order to qualify for the Puerto Rico and possession tax credit
for a taxable year, a domestic corporation must satisfy two condi-
tions. First, the corporation must derive at least 80 percent of its
gross income for the three-year period immediately preceding the
close of the taxable year from sources within a possession. Second,
the corporation must derive at least 75 percent of its gross income
for that same period from the active conduct of a possession busi-
ness. L . ; .

A domestic corporation that has elected the Puerto Rico and pos-
session tax credit and that satisfies these two conditions for a tax-
able year generally is entitled to a credit based on the U.S. tax at-
tributable to the sum of the taxpayer’s possession business income
and its QPSII. However, the amount of the credit attributable to
possession business income is subject to the limitations enacted by
the Omnibus Budget Reconciliation Act of 1993. Under the eco-
" ‘nomic activity limit, the amount of the credit with respect to such
income cannot exceed an amount equal to the sum of (1) 60 percent
of the taxpayer’s qualifying wage and fringe benefit expenses, (2)
specified percentages of the taxpayer’s depreciation allowances with
respect to qualifying tangible property, and (3) in certain cases, the
taxpayer’s qualifying possession income taxes. The credit calculated
under the economic activity limit is referred to herein as the “wage
credit.” In the alternative, the taxpayer may elect to apply a limit
equal to the applicable percentage of the credit that would other-
wise be allowable with respect to possession business income; the

(207)
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applicable percentage is phased down to 50 percent for 1996, 45
percent for 1997, and 40 percent for 1998 and thereafter. The cred-
it calculated under the applicable percentage limit is referred to
herein as the “income credit.” The amount of the Puerto Rico and
possession tax credit attributable to QPSII is not subject to these
limitations. v

"~ Reasons for Change |

The Congress understood that the tax benefits provided by the
Puerto Rico and possession tax credit are enjoyed by only the rel-
atively small number of U.S. corporations that operate in the pos-
sessions. Moreover, the Congress was concerned about the tax cost
of the benefits provided to these possession corporations that is
borne by all U.S. taxpayers. In light of current budget constraints,
the Congress believed that the continuation of the tax exemption
provided to corporations pursuant to the Puerto Rico and posses-
sion tax credit was no longer appropriate. However, the Congress
believed that an appropriate transition period should be provided
for corporations that have existing operations in the possessions.
Moreover, the Congress believed that the credit computed under
the economic activity limit for Puerto Rico should be moved to a
new section of the Code contained in a subpart that includes other
business-type credits; the credit computed under the economic ac-
tivity limit operates as a credit in the traditional sense, measured
by the level of employment and other economic activity engaged in
by the taxpayer in the possession.

Explanation of Provision

In general

The provision generally repeals the Puerto Rico and possession
tax credit for taxable years beginning after December 31, 1995.
However, the provision provides grandfather rules under which a
corporation that is an existing credit claimant is eligible to claim
credits for a transition period. A special transition rule applies to
the credit attributable to operations in Guam, American Samoa,
and the Commonwealth of the Northern Mariana Islands.

For taxable years beginning after December 31, 1995, the Puerto
Rico and possession tax credit applies only to a corporation that
qualifies as an existing credit claimant (as defined below). The de-
termination of whether a corporation is an existing credit claimant
'is made separately for each possession. A corporation that is an ex-
isting credit claimant with respect to a possession is entitled to the
credit for income from such possession for taxable years beginning
after December 31, 1995, subject to the limitations described below.
The credit, subject to such limitations, is computed separately for
each possession with respect to which the corporation is an existing
credit claimant. The computation of the Puerto Rico and possession
tax credit attributable to possession business income during the
grandfather period depends upon whether the corporation is using
the economic activity limit or the applicable percentage limit.
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Credit attributable to QPSII

The provision generally eliminates the Puerto Rico and posses-
sion tax credit attributable to QPSII for taxable years beginning
after December 31, 1995. However, the provision continues to allow
the credit attributable to QPSII for QPSII earned before July 1,
1996. The Congress noted that the repeal of the credit for QPSII
will have the effect of eliminating a provision that has supported
economic development and trade-related growth in the Caribbean
Basin and served U.S. interests in the region. The Congress further
noted that the loss of this program should not be interpreted as a
loss of U.S. interest in the region. The Congress expressed its con-
tinued support for efforts furthering stable commercial and eco-
nomic relations in that region. o ‘ :

Wage credit

For corporations that are existing credit claimants with respect
to a possession and that use the wage credit method, the posses-
sion tax credit attributable to business income from the possession
(determined under the wage credit method) continues to be deter-
mined as under section 936 prior to the enactment of the Small
Business Act for taxable years beginning after December 31, 1995
and before January 1, 2002. For taxable years beginning after De-
cember 31, 2001 and before January 1, 2006, the corporation’s pos-
session business income that is eligible for the wage credit is sub-
ject to a cap computed as described below. For taxable years begin-
ning in 2006 and thereafter, the credit attributable to possession
business income (determined under the wage credit method) is
eliminated. : - S

The provision adds to the Code section 30A which provides a
credit determined under the wage credit method for business in-
come from Puerto Rico. Such credit is computed under the rules de-
scribed above with respect to the possession tax credit determined
under the wage credit method. Such section applies for taxable
gg?)xés beginning after December 31, 1995 and before January 1,

Income credit o

For corporations that are existing credit claimants with respect
to a possession and that elected to use the income credit method
and not to use the wage credit method, the Puerto Rico and posses-
sion tax credit attributable to business income from the possession
continues to be determined as under section 936 prior to the enact-
ment of the Small Business Act for taxable years beginning after
December 31, 1995 and before January 1, 1998. For taxable years
beginning after December 31, 1997 and before January 1, 2006, the
corporation’s possession business income that is eligible for the in-
come credit is subject to a cap computed as described below. For
taxable years beginning in 2006 and thereafter, the credit attrib-
utable to possession business income (determined under the income
credit method) is eliminated. ‘

‘A corporation that had elected to use the income credit method
is permitted to revoke that election under present law. Under the
provision, such a revocation is required to be made not later than
with respect to the first taxable year beginning after December 31,

172-804 97-8
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1996; such revocation, if made, applies to such taxable year and to
all subsequent taxable years. Accordingly, a corporation that had
an election in effect to use the income credit method could revoke
such election effective for its taxable year beginning in 1997 and
thereafter; such corporation would continue to use the income cred-
it method for its taxable year beginning in 1996 and would use the
V\lrlage a;tredit method for its taxable year beginning in 1997 and
thereafter.

Computation of income cap

The cap on a corporation’s possession business income that is eli-
gible for the Puerto Rico and possession tax credit is computed
based on the corporation’s possession business income for the base
period years (“average adjusted base period possession business in-
come”). Average adjusted base period possession business income is
the average of the adjusted possession business income for each of
the corporation’s base period years. For the purpose of this com-
putation, the corporation’s possession business income for a base
period year is adjusted by an inflation factor that reflects inflation
from such year to 1995. In addition, as a proxy for real growth in
income throughout the base period, the inflation factor is increased
by 5 percentage points compounded for each year from such year
to the corporation’s first taxable year beginning on or after October
14, 1995. Adjustments to the corporation’s average adjusted base
period possession business income to reflect acquisitions or disposi-
tions shall be made under rules similar to the rules of section
41(f)(3). Under section 41(f)(3), adjustments are made upon the ac-
quisition or disposition of the major portion of a trade or business
or the major portion of a separate unit of a trade or business. .

The corporation’s base period years generally are three of th
corporation’s five most recent years ending before October 14, 1995,
determined by disregarding the taxable years in which the adjusted
possession business incomes were highest and lowest. For purposes
of this computation, only years in which the corporation had sig-
nificant possession business income are taken into account. A cor-
poration is considered to have significant possession business in-
come for a taxable year if such income exceeds two percent of the
corporation’s possession business income for the each of the six tax-
able years ending with the first taxable year ending on or after Oc-
tober 14, 1995. If the corporation has significant possession busi-
ness income for only four of the five most recent taxable years end-
ing before October 14, 1995, the base period years are determined
by disregarding the year in which the corporation’s possession busi-
ness income was lowest. If the corporation has significant posses-
sion business income for three years or fewer of such five years,
then the base period years are all such years. If there is no year
of such five taxable years in which the corporation has significant
possession business income, then the corporation is permitted to
use as its base period its first taxable year ending on or after Octo-
ber 14, 1995; for this purpose, the amount of possession business
income taken into account is the annualized amount of such income
for the portion of the year ended September 30, 1995.

As one alternative, the corporation may elect to use its taxable
year ending in 1992 as its base period (with the adjusted posses-
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sion business income for such year constituting its cap). As another
alternative, the corporation may elect to use as its cap the
annualized amount of its possession business income for the first
ten months of calendar year 1995, calculated by excluding any ex-
traordinary items (as determined under generally accepted ac-
counting principles) for such period. For this purpose, it is intended
that transactions with a related party that are not in the ordinary
course of business will be considered to be extraordinary items.

If a corporation’s possession business income in a year for which
the cap is applicable exceeds the cap, then the corporation’s posses-
sion business income for purposes of computing its Puerto Rico and
possession tax credit for the year is an amount equal to the cap.

- The corporation’s credit continues to be subject to either the eco-
nomic activity limit or the applicable percentage limit, with such
limit applied to the corporation’s possession business income as re-
duced to reflect the application of the cap.

Qualification as existing credit claimant

A corporation is an existing credit claimant with respect to a pos-
session if (1) the corporation was engaged in the active conduct of
a trade or business within the possession on October 13, 1995, and
(2) the corporation elected the benefits of the Puerto Rico and pos-
session tax credit pursuant to an election which is in effect for its
taxable year that includes October 13, 1995.

Under the provision, a corporatlon will qualify as an existing
credit claimant if it acquires all the assets of a trade or business
of a corporation that actively conducted such trade or business in
a possession on October 13, 1995 and had elected the benefits of
the Puerto Rico and possession tax credit pursuant to an election
in effect for its taxable year that includes October 13, 1995. The
adjusted base period income of the existing credit claimant from
which the assets are acquired is divided between such corporation
and the corporation that acquires such assets. It is intended that
regulations or other guidance will prevent taxpayers from abusing
this rule through transactions that manipulate base period income
amounts.

For purposes of these rules, a corporation is treated as engaged
in the active conduct of a trade or business within a possession on
October 13, 1995, if such corporation was engaged in the active
conduct of such trade or business before January 1, 1996, and such
corporation had in effect on October 13, 1995, a blndlng contract
for the acquisition of assets to be used in, or the sale of property
to be produced in, such trade or business. For example, if a cor-
poration had in effect on October 13, 1995, binding contracts for
the lease of a facility and the purchase of machmery to be used in
a manufacturing business in a possession and if the corporation
began actively conducting that manufacturing business in the pos-
session before January 1, 1996, that corporation would be an exist-
ing credit claimant. A change i_n the ownership of a corporation will
~ not affect its status as an existing credit claimant.

A corporation that adds a substantial new line of business (other
than in a qualifying acquisition of all the assets of a trade or busi-
ness of an existing credit clalmant) after October 13, 1995, ceases
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to be an existing credit claimant as of the beginning of the taxable
year during which such new line of business is added.

In determining whether a corporation has added a substantial
new line of business, the Congress intended that principles similar
to those reflected in Treasury Regulation section 1.7704-2(c) and (d)
(relating to the transition rules for existing publicly traded partner-
ships) apply. All eight factors which Treas. Reg. section 1.7704-
2(d)(3) indicates help to establish the absence for a new line of
business will be considered. For example, a corporation in any in-
dustry that modifies its current production methods, expands exist-
ing facilities, or adds new facilities to support the production of its
current product lines and products within the same four-digit In-
dustry Number Standard Industrial Classification Code (Industry
SIC Code) will not be considered to have added a substantial new
line of business. In this regard, the Congress intended that the fact
that a business which is added is assigned a different four-digit In-
dustry SIC Code than is assigned to an existing business of the cor-
poration will not automatically cause the corporation (regardless of
the industry the corporation is in) to be considered to have added
a new line of business. For example, a pharmaceutical corporation
that begins manufacturing a new drug will not be considered to
have added a new line of business. Moreover, as another example,
a pharmaceutical corporation that begins to manufacture a com-
plete product from the bulk active chemical through the finished
dosage form, a process that may be assigned two separate four-
digit Industry SIC Codes, will not be considered to have added a
new line of business even though it was previously engaged in ac-
tivities that involved only a portion of the entire manufacturing
process from bulk chemicals to finished dosages. Similarly, the ad-
dition of research and development activities not previously con-
ducted by the corporation also generally will not be considered to
be the addition of a new line of business, provided that the re-
search and development activities are related to an existing busi-
ness. The Congress further intended that, in the case of a merger
of affiliated possession corporations that are existing credit claim-
ants, the corporation that survives the merger will not be consid-
ered to have added a substantial new line of business by reason of
its operation of the existing business of the affiliate that was
merged into it.

Special rules for certain possessions

A special transition rule applies to the Puerto Rico and posses-
sion tax credit with respect to operations in Guam, American
Samoa, and the Commonwealth of the Northern Mariana Islands.
For any taxable year beginning after December 31, 1995, and be-
fore January 1, 2006, a corporation that is an existing credit claim-
ant with respect to one of these possessions for such year continues
to determine its credit with respect to operations in such possession
as under section 936 prior to the enactment of the Small Business
Act. For taxable years beginning in 2006 and thereafter, the Puerto
Rico and possession tax credit with respect to operations in Guam,
American Samoa, and the Commonwealth of the Northern Mariana
Islands is eliminated.
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v

Special rule for estimated tax payments

~ Under the provision, for purposes of estimated tax payments due
after August 20, 1996 (the date of enactment of the Small Business
Act) and before October 1, 1996, a taxpayer whose tax liability is
increased by reason of the Small Business Act’s modifications of
the Puerto Rico and possession tax credit is not required to make
a deposit with respect to more than 50 percent of such increase.
Any reduction in such payment by reason of this rule will be re-
quired to be deposited, without penalty or interest, by the next esti-
mated tax payment due date. ‘

_Effective Date

The provision is effective for taxable yeai's beginning after De-
cember 31, 1995.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $111 million in 1996, $697 million in 1997, $586 million
in 1998, $589 million in 1999, $490 million in 2000, $507 million
in 2001, $736 million in 2002, $1,105 million in 2003, $1,378 mil-
lion in 2004, $1,678 million in 2005, and $2,686 million in 2008.

2. Repeal 50-percent interest income exclusion for financial
institution loans to ESOPs (sec. 1602 of the Small Busi-
ness Act and sec. 133 of the Code)

Prior Law

Under prior law, a bank, insurance company, regulated invest-
ment company, or a corporation actively engaged in the business
of lending money could generally exclude from gross income 50 per-
cent of interest received on an ESOP loan (sec. 133). The 50-per-
cent interest exclusion only applied if: (1) immediately after the ac-
quisition of securities with the loan proceeds, the ESOP owns more
than 50 percent of the outstanding stock of the corporation or more
than 50 percent of the total value of all outstanding stock of the
corporation; (2) the ESOP loan term will not exceed 15 years; and
(3) the ESOP provides for full pass-through voting to participants
o;: aill allocated shares acquired or transferred in connection with
- the loan. f

Reasons for Change

The Congress believed that the 50-percent exclusion for interest
with respect to ESOP loans provided an unnecessary tax benefit to
financial institutions for loans they would make without regard to
the interest exclusion. The Congress found no evidence that em-
ployers that maintain ESOPs have less access to borrowing than
other borrowers or that there is a need to provide an incentive to
lenders to make money available to ESOPs. '

Explanation of Provision

The Act repeals the 50-percent interest exclusion with respect to
ESOP loans. ' S AN
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Effective Date

The provision is effective with respect to loans made after the
date of enactment (August 20, 1996), other than loans made pursu-
ant to a written binding contract in effect before June 10, 1996,
and at all times thereafter before such loan is made. The repeal of
the 50-percent interest exclusion does not apply to the refinancing
of an ESOP loan originally made on or before August 20, 1996, or
pursuant to a written binding contract in effect before June 10,
1996, provided: (1) such refinancing loan otherwise meets the re-
quirements of section 133 in effect on August 19, 1996; (2) the out-
standing principal amount of the loan is not increased; and (3) the
term of the refinancing loan does not extend beyond the term of the
original ESOP loan.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $10 million in 1996, $64 million in 1997, $105 million
in 1998, $144 million in 1999, $182 million in 2000, $220 million
in 2001, $256 million in 2002, $292 million in 2003, $327 million
" in 2004, $360 million in 2005, and $327 million in 2006.

3. Apply look-through rule for purposes of characterizing
certain subpart F insurance income as unrelated busi-
ness taxable income (sec. 1603 of the Small Business Act
and section 512 of the Code)

Present and Prior Law

An organization that is exempt from tax by reason of Code sec-
tion 501(a) (e.g., a charity, business league, or qualified pension
trust) is nonetheless subject to tax on its unrelated business tax-
able income (UBTI) (sec. 511). Unrelated business taxable income
generally excludes dividend income (sec. 512(b)(1)).

Special rules apply to a tax-exempt organization described in sec-
tion 501(c)(3) or (c)(4) (i.e., a charity or social welfare organization)
that is engaged in commercial-type insurance activities. Such ac-
tivities are treated as an unrelated trade or business and the tax-
exempt organization is subject to tax on the income from such in-
surance activities (including investment income that might other-
wise be excluded from the definition of unrelated business taxable
income) under subchapter L (sec. 501(m)(2)).158 Accordingly, a tax-
exempt organization described in section 501(c)(3) or (c)(4) gen-
erally is subject to tax on its income from commercial-type insur-
ance activities in the same manner as a taxable insurance com-
pany. , : v

A tax-exempt organization that conducts insurance activities
through a foreign corporation is not subject to U.S, tax with respect
to such activities. Under the subpart F rules, the United States
shareholders (as defined in sec. 951(b)) of a controlled foreign cor-
poration (CFC) are required to include in income currently their
shares of certain income of the CFC, whether or not such income

158]f the commercial-type insurance activities constitute a_substantial part of the organiza-
ti(c))n(’s )a(uit)i)vities, the organization will not be tax-exempt under section 501(c)3) or (cX4) (sec.
501(m .



215

is actually distributed to the shareholders. This current inclusion
rule applies to certain insurance income of the CFC (sec. 953).
However, income inclusions under subpart F have been character-
ized as dividends for unrelated business income tax purposes.159
Accordingly, insurance income earned by the CFC that is includible
in income currently under subpart F by the taxable United States
shareholders of the CFC was excluded from unrelated business tax-
able income in the case of a shareholder that is a tax-exempt orga-

nization. v
Reasons for Change

The Congress understood that the unrelated business income tax
rules are designed to prevent unfair competition by business oper-
ations that would otherwise be tax-favored due to their ownership
by tax-exempt organizations. The Congress further understood that
the rules applicable to certain tax-exempt organizations that con-
duct insurance activities directly are designed to ensure that such
ofperations are taxed in the same manner as they would be taxed
if conducted by a taxable entity. However, the Congress was con-
cerned that the law did not prevent unfair competition where oper-
ations involving the insurance of third-party risks were not con-
ducted directly by such a tax-exempt organization itself, but were
conducted by the organization through a controlled foreign corpora-
tion that is subject to little tax relative to competing U.S. busi-
nesses.

Explanation of Provision S

The Small Business Act applies a look-through rule in character-
izing certain subpart F insurance income for unrelated business in-
come tax purposes. Under the Small Business Act, the look-through
rule applies to amounts that constitute insurance income currently
includible in gross income under the subpart F rules and that are
not attributable to the insurance of risks of (1) the tax-exempt or-
ganization itself, (2) certain tax-exempt affiliates of such organiza-
tion, or (3) an officer or director of, or an individual who (directly
or indirectly) performs services for, the tax-exempt organization (or
certain tax-exempt affiliates) provided that the insurance covers
primarily risks associated with the individual’s performance of
services in connection with the tax-exempt organization (or tax-ex-
empt affiliates). An individual who performs services for a tax-ex-
empt organization through a partnership, for example, is indirectly

159The Internal Revenue Service has concluded in private letter rulings, which are not to be
used or cited as precedent, that subpart F inclusions are treated as dividends received by the
United States shareholder (a tax-exempt entity) for purposes of computing the shareholder’s
UBTI (see LTRs 9407007 (November 12, 1993), 9027051 (April 13, 1990), 9024086 (March 22,
1990), 9024026 (March 15, 1990), 8922047 (March 6, 1989), 8836037 (June 14, 1988), 8819034
(February 10, 1988)). However, the IRS issued one private ruling in which it concluded that sub-
gart F inclusions are treated as if the underlying income were realized directlf' by the United

tates shareholder (a tax-exempt entity) for purposes of computing the shareholder's UBTI (see
LTR 9043039 (July 30, 1990)). This ruling gave no explanation for the IRS’s departure from the
position in its prior rulings, and the IRS reiterated in a subsequent ruling the position that sub-
part F inclusions are characterized as dividends for purposes of computing UBTI. Moreover, the
application of the look-through rule in the ruling in question did not affect the ultimate result
in the ruling because the income to which the subpart F inclusion was attributable was of a
type that was excludible from UBTI. The Congress believed that LTR 9043039 (July 30, 1990)
is incorrect in its application of a look-thro rule in characterizing income inclusions under
subpart F for unrelated business income tax purposes.
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performing services for such organization. The Congress intended
that the determination of whether insurance covers primarily risks
associated with the performance of services in connection with the
tax-exempt organization or its tax-exempt affiliates will be based
on all the facts and circumstances. The Congress further intended
that a safe harbor be provided under which this “primarily” re-
quirement will be considered to be satisfied where at least 80 per-
cent of the services covered by the insurance are performed by the
insured individual in connection with the tax-exempt organization
or its tax-exempt affiliates. For purposes of determining whether
the insurance covers risks associated with the individual’s perform-
ance of services in connection with the tax-exempt organization,
the Congress intended that the individual will not be considered to
have performed services in connection with a tax-exempt organiza-
tion solely by reason of the fact that the individual performs serv-
ices at a facility leased to the individual by the tax-exempt organi-
zation.

For purposes of this provision, a tax-exempt organization gen-
erally is an affiliate of another tax-exempt organization if (1) the
two organizations have significant common purposes and substan-
tial common membership or (2) the two organizations have directly
or indirectly substantial common direction or control. In addition,
for purposes of the provision, two or more organizations (and any
affiliates of such organizations) are treated as affiliates if such or-
ganizations are colleges or universities described in section
170(b)(1)(A)(ii) or hospitals or other medical entities described in
section 170(b)(1)(A)(iii) and such organizations participate in an in-
surance arrangement that provides for any profits from such ar-
rangement, when returned, to be returned to the policyholders in
their capacity as such. Under this rule, two hospitals could qualify
as affiliates of each other, two universities could qualify as affili-
ates of each other, and a hospital and a university could qualify as
affiliates of each other. In applying the provision to two or more
tax-exempt organizations that qualify as affiliates and that are the
shareholders of a CFC, the exceptions from the look-through rule
apply to each such shareholder’s share of the income attributable
to insurance of risks of all such shareholders; the look-through rule
applies to a shareholder’s share of any income attributable to in-
surance of risks of others that are not tax-exempt affiliates of the
shareholder. . » L v

The specified exceptions from the look-through rule apply on a
shareholder by shareholder basis. Accordingly, if the subpart F in-
surance income allocable to a tax-exempt organization includes
both income attributable to the insurance of risks of the organiza-
tion itself and income attributable to the insurance of risks of an-
other shareholder that is not a tax-exempt affiliate of such organi-
zation, the look-through rule applies only to that portion of the in-
come that represents income attributable to the insurance of risks
of such other shareholder that is not a tax-exempt affiliate (and
does not apply to the portion of the income that represents income
attributable to the insurance of risks of the organization itself). In
this regard, the Congress intended that if the CFC serves as a ve-
hicle for the separate funding by each shareholder of its risks or
liabilities for claims, without any pooling of a shareholder’s risks
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or liabilities for claims with those of another shareholder either di-
rectly or through reinsurance, allocations that fairly reflect such
arrangement will be respected for purposes of applying the look-
through rule. S e e

Eﬂ'ective Date

The provision is effective for amounts includible in gross income
under subpart F in taxable years of a tax-exempt organization be-
ginning after December 31, 1995. - :

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $1 million in 1996, $3 million in 1997, $4 million in
1998, $4 million in 1999, $5 million in 2000, $5 million in 2001,
$5 million in 2002, $6 million in 2003, $6 million in 2004, $7 mil-
lion in 2005, and $8 million in 2006. ’

4., De})reciation under the income forecast method (sec. 1604
of the Small Business Act and sec. 167 of the Code)

Present and Prior Law

In general

A taxpayer generally must capitalize the cost of property used in
a trade or business and is allowed to recover sucﬁ cost over time
through allowances for depreciation or amortization. Depreciation
allowances for tangible property generally are determined under
the modified Accelerated Cost Recovery System (“MACRS”) of sec-
tion 168, which provides that depreciation is computed by applying
specific recovery periods, placed-in-service conventions, and depre-
ciation methods to the cost of various types of depreciable property.
Intangible property generally is amortized under section 197,
which provides a 15-year recovery period and the straight-line
method to the cost of applicable property. ,

Treatment of film, video tape, and similar property

MACRS does not apply to certain property, including any motion
picture film, video tape, or sound recording, or to any other prop-
erty if the taxpayer elects to exclude such property from MACRS
and the taxpayer properly applies a unit-of-production method or
other method of depreciation not expressed in a term of years. Sec-
tion 197 does not apply to certain intangible property, including
property produced by the taxpayer or any interest in a film, sound
recording, video tape, book or similar property not acquired in
transaction (or a series of related transactions) involving the acqui-
sition of assets constituting a trade or business or substantial por-
tion thereof. Thus, the recovery of the cost of a film, video tape, or
similar property that is produced by the taxpayer or is acquired on
a “stand-alone” basis by the taxpayer may not be determined under
either the MACRS depreciation provisions or under the section 197
amortization provisions. The cost recovery of such property may be
determined under section 167, which allows a depreciation deduc-
tion for the reasonable allowance for the exhaustion, wear and tear,
or obsolescence of the property.
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The “income forecast” method is an allowable method for cal-
culating depreciation under section 167 for certain property. The
income forecast method had been held to be applicable for comput-
ing depreciation deductions for motion picture films, television
films and taped shows, books, patents, master sound recordings,
video games, and other property.16® Under the income forecast
method, the depreciation deduction for a taxable year for a prop-
erty was determined by multiplying the cost of the property 161
(less estimated salvage value) by a fraction, the numerator of
which is the income generated by the property durmg the year and
the denominator of which is the total forecasted or estimated in-
come to be derived from the property during its useful life. The
total forecasted or estimated income to be derived from a property
was based on the conditions known to exist at the end of the period
for which depreciation is claimed. This estimate could be revised
upward or downward at the end of a subsequent taxable period
based on additional information that becomes available after the
last prior estimate. These revisions, however, did not affect the
amount of depreciation claimed in a prior taxable year.

In the case of a film, income to be taken into account under the
income forecast method meant income from the film less the ex-
pense of distributing the film, including estimated income from for-
eign distribution or other exploitation of the film.162 In the case of
a motion picture released for theatrical exhibition, income did not
include estimated income from future television exhibition of the
film (unless an arrangement for domestic television exhibition had
been entered into before the film has been depreciated to its rea-
sonable salvage value). In the case of a series or a motion picture
produced for television exhibition, income did not include estimated
income from domestic syndication of the series or the film (unless
an arrangement for syndication had been entered into before the
series or film has been depreciated to its reasonable salvage
value).163 The Internal Revenue Service also had ruled that income
does not include net merchandising revenue received from the ex-
ploitation of film characters.164

160 See, e.g., Rev. Rul. 60-358, 1960-2 C.B. 68; Rev. Rul. 64-273, 1964-2 C.B. 62; Rev. Rul. 79-
285, 1979-2 C.B. 91; and Rev. Rul. 89-62, 1989-1 C.B. 78. Conversely, the courts have held that
certain tangible personal property was not of a character to which the income forecast method
was applicable. See, e.g., Carland, Inc. v. Comm., 90 T.C. 505 (1988), aff'd. on this issue, 909
F.2d 1101 (8th Cir. 1990) (railroad rolling stock subject to a lease not eligible) and ABC Rentals
of San Antonio v. Comm., 68 TCM 1362 (1994) (consumer durable property subject to short-
term, “rent-to-own” leases not eligible). ABC Rentals of San Antonio was reversed and remanded
to the Tax Court by the Tenth Circuit Court of Appeals after the enactment of the Small Busi-
ness Act, ABC Rentals of San Antonio v. Comm., No. 95-9008 (10th Cir. 9/27/96).

611y Transamerica Corp. v. U.S., 999 F.2d 1362, (9th Cir. 1993), the Ninth Circuit over-
turned the District Court and held that for purposes of applying the income forecast method
to a film, the “cost of a film” includes “participation" and “residual” payments (i.e., payments
to producers, writers, directors, actors, guilds, and others based on a percentage of the profits
from the film) even though these payments were contingent on the occurrence of future events.
It is unclear to what extent, if any, the Transamerica décision applies to amounts incurred after
the enactment of the economic performance rules of Code section 461(h), as contained in the
Deficit Reduction Act of 1984.

162 Rev. Rul. 60-358, 1960-2 C.B. 68.

163 Rev. Proc. 71-29, 1971-2 C.B. 568. ‘

164 Private letter ruling 7918012, January 24, 1979. Private letter rulings do not have
precedential authority and may not be relied upon by any taxpayer other than the taxpayer re-
ceiving the ruling but are some indication of IRS administrative practice.
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Reasons for Change

The Congress believed that, in theory, the income forecast meth-
od is an appropriate method for matching the capitalized cost of
certain property with the income produced by such property. How-
ever, the Congress believed that the application of the income fore-
cast method under prior law did not meet the theoretical objective.
In addition, the Congress recognized that the reliance of the oper-
ation of the income forecast method upon estimated income may re-
sult in a mismatch between income and depreciation deductions
when future income is over- or under-estimated. The Small Busi-
ness Act addresses these issues. : e

Explanation of Provision

The Small Business Act provides the follo'wing' modifications to
the income forecast method of prior law. . ’

Determination of estimated income

First, the Small Business Act provides that income to be taken
into account under the income forecast method includes all esti-
mated income generated by the property. In applying this rule, a
taxpayer generally need not take into account income expected to
be generated after the close of the tenth taxable year after the year
the property was placed in service. In the case of a film, television
show, or similar property, such income includes, but is not nec-
essarily limited to, income from foreign and domestic theatrical,
television, and other releases and syndications; and video tape re-
leases, sales, rentals, and syndications.

Pursuant to a special rule, in the case of television and motion
picture films, the income from the property shall include income
from the financial exploitation of characters, designs, scripts,
scores, and other incidental income associated with such films, but
only to the extent the income is earned in connection with the ulti-
mate use of such items by, or the ultimate sale of merchandise to,
persons who are not related to the taxpayer (within the meaning
of sec. 267(b)). As an example of this special rule, assume a tax-
payer produces a motion picture the subject of which is the adven-
tures of a newly-created fictional character. If the taxpayer pro-
duces dolls or T-shirts using the character’s image, income from the
sales of these products by the taxpayer to consumers would be
taken into account in determining depreciation for the motion pic-
ture under the income forecast method. Similarly, if the taxpayer
enters into any licensing or similar agreement with an unrelated
party with respect to the use of the image, such licensing income
would be taken into account in determining depreciation for the
motion picture. However, if the taxpayer uses the character’s image
to promote a ride at an amusement park that is wholly-owned by
the taxpayer, no portion of the admission fees for the amusement
park are to be taken into account under the income forecast meth-
od with respect to the motion picture. : S

In addition, pursuant to another special rule, if a taxpayer pro-
duces a television series and initially does not anticipate syndicat-
ing the episodes from the series, the forecasted income for the epi-
sodes of the first three years of the series need not take into ac-
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count any future syndication fees (unless the taxpayer enters into
an arrangement to syndicate such episodes during such period).

The 10th-taxable-year rule, the financial exploitation rule, and
the syndication rule apply for purposes of the look-back method de-
scribed below.

Determination and treatment of costs of property

The adjusted basis of property that may be taken into account
under the income forecast method only will include amounts that
satisfy the economic performance standard of section 461(h).165 For
this purpose, if the taxpayer incurs a noncontingent liability to ac-
quire property subject to the income forecast method from another
person, economic performance will be deemed to occur with respect
to such noncontingent liability when the property is provided to the
taxpayer. In addition, the recurring item exception of section
461(h)(3) will apply in a manner similar to the way such exception
applies under present law. Thus, expenditures that relate to an
item of property that are incurred in the taxable year following the
taxable year in which the property is placed in service may be
taken into account in the year the property is placed in service to
the extent such expenditures meet the recurring item exception for
such year.

Any costs that are taken into account after the property is placed
in service are treated as a separate piece of property to the extent
(1) such amounts are significant and are expected to give rise to
a significant increase in the income from the property that was not
included in the estimated income from the property, or (2) such
costs are incurred more than 10 years after the property was
placed in service. To the extent costs are incurred more than 10
years after the property was placed in service and give rise to a
separate piece of property for which no income is generated, such
costs may be written off and deducted in the year in which they
are incurred pursuant to the taxpayer’s method of accounting. For
example, assume a taxpayer places property subject to the income
forecast method in service during a taxable year and all income
from the property is generated in the following four-year period. If
the taxpayer incurs additional costs with respect to that property
more than 10 years later (e.g., a payment pursuant to a deferred
contingent compensation arrangement to a person that produced
the property), such costs may be deducted in the year incurred pro-
vided no more income is generated with respect to such costs or the
original property. '

Any costs that are not recovered by the end of the tenth taxable
year after the property was placed in service may be taken into ac-
count as depreciation in such year.

Look-back method

Finally, taxpayers that claim depreciation deductions under the
income forecast methoed are required to pay (or would receive) in-

165]¢ is intended that the decision in Transamerica Corp. v. U.S. will no longer apply so that
amounts that have not yet met the economic performance standard of section 461(h) may not
be prematurely capitalized into the adjusted basis of property subject to the income forecast
method. No inference is intended as to the proper application of the Tramsamerica decision or
section 461(h) to the income forecast method under prior law.

§
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terest based on the recalculation of deprecation under a “look-back”
method.166 The “look-back” method is applied in any “recomputa-
tion year” by (1) comparing depreciation deductions that had been
claimed in prior periods to depreciation deductions that would have
been claimed haé) the taxpayer used actual, rather than estimated,
total income from the property; (2) determining the hypothetical
overpayment or underpayment of tax based on this recalculated de-
preciation; and (3) applying the overpayment rate of section 6621
of the Code.167

Except as provided in Treasury regulations, a “recomputation
year” is the third and tenth taxable year after the taxable year the
property was placed in service, unless the actual income from the
property for each taxable year ending with or before the close of
such years was within 10 percent of the estimated income from the
property for such years. The Secretary of the Treasury has the au-
thority to allow a taxpayer to delay the initial.application of the
look-back method where the taxpayer may be expected to have sig-
nificant income from the property after the third taxable year after
the taxable year the property was placed in service (e.g., the Treas-
ury Secretary may exercise such authority where the depreciable
life of the property is expected to be longer than three years).

In applying the look-back method, any cost that is taken into ac-
count after the property was placed in service may be taken into
account by discounting (using the Federal mid-term rate deter-
mined under sec. 1274(d) as of the time the costs were taken into
account) such cost to its value as of the date the property was
placed in service.

Property that had an unadjusted basis of $100,000 or less is not
subject to the look-back method. For this purpose, “unadjusted
basis” means the total capitalized cost of a property as of the close
of a recomputation year. =

The Small Business Act provides a simplified look-back method
for pass-through entities. ' .

Eﬂ'ective Date

The Small Business Act is effective for property placed in service
after September 13, 1995, unless produced or acquired pursuant to
a binding written contract in effect on such date and all times
thereafter. For this purpose, the binding contract exception may
apply to a written contract in effect on the relevant dates if that
contract binds a taxpayer to produce, license or deliver property
that will be used by the taxpayer or the other party to the contract
once the property is produced. ‘ :

The Small Business Act may apply to property placed in service
in taxable years that ended before the date of enactment of the Act.
The Small Business Act waives additions to tax imposed under sec-
tions 6654, 6655, and 6662(d) for any underpayments of tax or esti-
mated tax for any taxable year ending before the date of enactment
of the Act to the extent the underpayment was created or increased

166 The “look-back” method of the provision resembles the look-back method appliéable to lyokngv-y
term contracts accounted for under the percentage-of-completion method of present-law sec. 460,
167 A technical correction to the statute is necessary to provide the proper cross-reference to

section 460(bX2)(C) for purposes of determining the interest rate applicable to the look-back
method of the income forecast method. -
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by the changes made to the income forecast method of depreciation
by the provision. The application of the provision (including the
look-back methed) is not waived for any taxable year that ends
after the date of enactment of the Small Business Act.

" " Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $32 million in 1996, $69 million in 1997, $29 million in
1998, $13 million in 1999, $14 million in 2000, $16 million in 2001,
$19 million in 2002, $22 million in 2003, $28 million in 2004, $31
million in 2005, and $35 million in 20086.

5. Taxation of punitive damages received on account of per-
sonal injury or sickness (sec. 1605 of the Small Business
Act and sec. 104(a)(2) of the Code)

vPresent and Prior Law

Under present and prior law, gross income generally does not in-
clude any damages received (whether by suit or agreement and
whether as lump sums or as periodic payments) on account of per-
sonal injury or sickness (sec. 104(a)2)). Under present and prior
law, the statute specifically provides that this exclusion does not
apply to punitive damages received in connection with a case not
involving physical injury or sickness. Under prior law, courts dif-
fered as to whether the exclusion applied to punitive damages re-
ceived in connection with a case involving a physical injury or
physical sickness.168 Certain States provide that, in the case of
claims under a wrongful death statute, only punitive damages may
be awarded.

Under prior law, courts interpreted the exclusion from gross in-
come of damages received on account of personal injury or sickness
broadly in some cases to cover awards for personal injury that do
not relate to a physical injury or sickness. For example, some
courts have held that the exclusion applies to damages in cases in-
volving certain forms of employment discrimination and injury to
reputation where there is no physical injury or sickness. The dam-
ages received in these cases generally consist of back pay and other
awards intended to compensate the claimant for lost wages or lost
profits. The Supreme Court recently held that damages received
based on a claim under the Age Discrimination in Employment Act
could not be excluded from income.l®9 In light of the Supreme
Court decision, the Internal Revenue Service has suspended exist-
ing guidance on the tax treatment of damages received on account
of other forms of employment discrimination.

188 However, the Supreme Court has held that punitive damages received by the husband and
children of a woman who died of toxic shock syndrome were not received “on account of” per-
sonal injuries and, therefore, the exclusion did not apply. O'gilvie v. U.S., Sup. Ct. Nos, 95-966
and 95-977 (Dec. 10, 1996). Also, the Tax Court recently held that if punitive damages are not
of a compensatory nature, they are not excludable from income, regardless of whether the un-
gzerlying claim involved a physical injury or physical sickness. Bagley v. Commissioner, 105 T.C.

0. 27 (1995). .

169 Schleier v. Commissioner, 115 S. Ct. 2159 (1995).
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Reasons for Change |

Punitive damages are intended to punish the wrongdoer and are
not intended to compensate the claimant (e.g., for lost wages or "
pain and suffering). Thus, they are a windfall to the taxpayer and
alppropriately should be included in taxable income. Further, in-
cluding all punitive damages in taxable income provides a bright-
line standard which avoids prospective litigation on the tax treat-
ment of punitive damages received in connection with a case in
volving a physical injury or physical sickness. '

Damages received on a claim not involving a physical injury or
physical sickness (e.g., employment discrimination or injury to rep-
utation) are generally to compensate the claimant for lost profits
or lost wages that would otherwise be included in taxable income.
The confusion as to the tax treatment of damages received in cases
not involving physical injury or physical sickness has led to sub-
stantial litigation, including two Supreme Court cases within the
last four years. The Congress believed that the taxation of damages
received in cases not involving a physical injury or physical sick-
ness should not depend on the type of claim made. ‘

Explanation of Provision

Include in income all punitive damages

The Small Business Act provides that the exclusion from gross
income does not apply to any punitive damages received on account
of personal injury or sickness whether or not related to a physical
injury or physical sickness. Under the Small Business Act, prior
law continues to apply to punitive damages received in a wrongful

death action if the applicable State law %as in effect on September
13, 1995 without regard to subsequent modification) provides, or
has been construed to provide by a court decision issued on or be-
fore such date, that only punitive damages may be awarded in a
wrongful death action. This exception does not apply with respect
to any action filed on or after the first date on which the applicable
State law ceases to provide (or is no longer construed to provide)
that only punitive damages may be awarded in a wrongful death
action. No inference is intended as to the application of the exclu-
sion to punitive damages received prior to the effective date of the
Small Business Act in connection with a case involving a physical
injury or physical sickness.

Include in income damage recoveries for nonphysical inju-
ries .

The Small Business Act provides that the exclusion from gross
income only applies to damages received on account of a personal
physical injury or physical sickness. If an action has its origin in
a physical injury or physical sickness, then all damages (other than
punitive damages) that flow therefrom are treated as payments re-
ceived on account of physical injury or physical sickness whether
or not the recipient of the damages is the injured party. For exam-
ple, damages (other than punitive damages) received by an individ-
ual on account of a claim for loss of consortium due to the physical
injury or physical sickness of such individual’s spouse are exclud-
able from gross income. In addition, damages (other than punitive



224

damages) 170 received on account of a claim of wrongful death con-
tinue to be excludable from gross income as under prior law.

The Small Business Act provides that emotional distress is not
considered a physical injury or physical sickness.'?* Thus, for ex-
ample, the exclusion from gross income does not apply to any dam-
ages received (other than for medical expenses as discussed below)
based on a claim of employment discrimination or injury to reputa-
tion accompanied by a claim of emotional distress. However, be-
cause all damages received on account of physical injury or phys-
ical sickness are excludable from gross income, the exclusion from
gross income applies to any damages received based on a claim of
emotional distress that is attributable to a physical injury or phys-
ical sickness. In addition, the exclusion from gross income specifi-
cally applies to the amount of damages received that is not in ex-
cess of the amount paid for medical care attributable to emotional
distress (regardless of whether the emotional distress is due to a
* physical injury or physical sickness). :

No inference is intended with respect to the application of the ex-
clusion to damages received prior to the effective date of the Small
Business Act in connection with a case not involving a physical in-
jury or physical sickness. '

Effective Date

The provision generally is effective with respect to amounts re-
ceived after the date of enactment (August 20, 1996). The provision
does not apply to amounts received under a written binding agree-
ment, court decree, or mediation award in effect on (or issued on
or before) September 13, 1995.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $3 million in 1996, $50 million in 1997, $55 million in
1998, $59 million in 1999, $61 million in 2000, $64 million in 2001,
$68 million in 2602, $71 million in 2003, $74 million in 2004, $77
million in 2005, and $80~\million in 2006.

6. Repeal advance refunds of diesel fuel tax for diesel auto-
mobiles, vans, and light trucks (sec. 1606 of the Small
Business Act and sec. 6427(g) of the Code)

Present and Prior Law

Excise taxes are imposed on gasoline (14 cents per gallon) and
diesel fuel (20 cents per gallon) to fund the Federal Highway Trust
Fund. Before 1985, the gasoline and diesel fuel tax rates were the
same. The predominate highway use of diesel fue] is by trucks. In
1984, the diesel fuel excise tax rate was increased above the gaso-
line tax rate as the revenue offset for a reduction in an annual use
tax imposed on heavy trucks. Because automobiles, vans, and light
trucks did not bepefit from the use tax reduction, a provision was

170 As discussed above, under the Small Business Act, punitive damages received in certain
wrongful death actions may be still excludable from gross income to the extent they were exclud-
able under prior law, However, see O'gilvie v. U.S., supra.

1714 is intended that the term emotional distress includes physical symptoms (e.g., insomnia,
headaches, stomach disorders) which may result from such emotional distress.
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enacted allowing first purchasers of model year 1979 and later die-
sel-powered automobiles, vans, and light trucks a tax credit to off-

set this increased diesel fuel tax. The credit was $102 for auto-
mobiles, and $198 for vans and light trucks. ‘

Reasons‘ for Charige

Changed driving patterns, and vehicles currently being mar-
keted, have resulted in fewer diesel-powered automobiles, vans,
and light trucks today than was the case when this advance refund
was enacted. Additionally, the 1982 highway cost allocation study
on which the refund was based is now outdated. The Congress be-
lieved, therefore, that this credit was obsolete and should be re-
pealed. ' '

Explanation of Provision

The tax credit for purchasers of diesel-powered automobiles and
light trucks is repealed. ‘

Effective Date

The provision is effective for vehicles purchased after the date of
enactment. ‘ S -

Revenue Effect

The provision is estimated to increase Federal fiscal year receipts
by $1 million in 1996, $15 million in 1997, and $19 million per year
during the period 1998 through 2006. ‘ ;

7. Extension and phaseout of excise tax on luxury auto-
mobiles (sec. 1607 of the Small Business Act and sec.
4001 of the Code) ‘ B o

Present and Prior Law_

Present law imposes an excise tax on the sale of automobiles
whose price exceeds a designated threshold, currently $34,000. The
excise tax was imposed at a rate of 10-percent on the excess of the
sales price above the designated threshold. The $34,000 threshold
is indexed for inflation. _

The tax generally applies only to the first retail sale after manu-
facture, production, or importation of an automobile. It does not
apply to subsequent sales of taxable automobiles.

Under prior law, the tax applied to sales before January 1, 2000.

Reasons for Change

The Congress believed that the expiration date of January 1,
2000, at which time the rate of tax on certain automobiles would
fall from 10 percent to zero, would create an unacceptable disrup-
tion of the automobile market. The Congress believed a more grad-
ual phaseout of the tax would be less disruptive to the market and
believed it is appropriate to commence the phaseout in 1996.
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Explanation of Provision

The Small Business Act extends and phases out the luxury tax
on automobiles. The tax rate is reduced by one percentage point
per year beginning in 1996. The tax rate for sales (on or after Au-
gust 28) in 1996 is 9 percent. The tax rate for sales in 1997 is 8
percent. The tax rate for sales in 1998 is 7 percent. The tax rate
for sales in 1999 is 6 percent. The tax rate for sales in 2000 is 5
percent. The tax rate for sales in 2001 is 4 percent. The tax rate
golr ;3%325 in 2002 is 3 percent. The tax will expire after December

The provision may require technical correction to reflect Congres-
sional intent. Section 1607 of the Small Business Act amends sec-
tion 4001 of the Code. However, under section 4003 of the Code,
a 10-percent tax is imposed on the “separate purchase of vehicle
and parts and accessories therefor” when the sum of the separate
purchases exceeds the luxury tax threshold. The rate of tax under
section 4003 is not determined by reference to section 4001. A tech-
nical correction may be required to conform the section 4003 tax to
the section 4001 tax.172 :

Effective Date

The provision is effective for sales occurring after the date which
is se;z(;r;s days after the date of enactment (on or after August 28,
1996).

Revenue Eﬁ"ect' '

The provision is estimated to reduce Federal fiscal year budget
receipts by $4 million in 1996, $56 million in 1997, $105 million in
1998, and $132 million in 1999 and is estimated to increase Fed-
eral fiscal year budget receipts by $124 million in 2000, $183 mil-
lion in 2001, $140 million in 2002, and $32 million in 2003.

8. Allow certain persons engaged in the local furnishing of
electricity or gas to elect not to be eligible for future
tax-exempt bond financing (sec. 1608 of the Small Busi-
ness Act and sec. 142 of the Code)

Present and Prior Law

Interest on State and local government bonds generally is ex-
cluded from income except where the bonds are issued to provide
financing for private parties. Present law includes several excep-
tions, however, that allow tax-exempt bonds to be used to provide
financing for certain specifically identified private parties. One
such exception allows tax-exempt bonds to be issued to finance fa-
cilities for the furnishing of electricity or gas by private parties if
the area served by the facilities does not exceed (1) two contiguous

172 Additionally, a technical correction to OBRA93 may be required to conform the tax under
section 4003 to the tax under section 4001. Section 4001 indexes the applicable threshold and
provides a termination date for the tax. Under present law, section 4003 has an unindexed
- threshold of $30,000 and no termination date. The legislative history to OBRA93 suggests that
this does not reflect Congressional intent when the luxury tax was modified.

173The Statement of Managers accompanying the Conference Report on H.R. 3448 (Report
104-737) incorrectly states the effective date to be for sales on or after the seventh day after
the date of enactment (p.303).
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counties or (2) a city and a contiguous county (commonly referred
to as the “local furnishing” of electricity or gas).

Most private activity tax-exempt bonds are subject to overall
State private activity bond volume limits of $50 per resident of the
State ($150 million, if greater) per year. Tax-exempt bonds for fa-
cilities used in the local furnishing of electricity or gas are subject
to this limit. Like most other private beneficiaries of tax-exempt
bonds, borrowers using tax-exempt bonds to finance these facilities
are denied interest deductions on the debt underlying the bonds if
the facilities cease to be used in qualified local furnishing activities.
Additionally, as with all tax-exempt bonds, if the use of facilities
financed with the bonds changes to a use not qualified for tax-ex-
empt financing after the debt is incurred, interest on the bonds be-
comes taxable unless certain safe harbor standards are satisfied.

Reasons fdr Change

The Congress believed that tax-exempt financing is a Federal tax
subsidy which should be subject to careful scrutiny. Congress was
aware that past use of this subsidy during periods when the utility
industry was more sheltered from competition may preclude pru-
dent business expansion in certain cases under the current envi-
ronment, particularly for persons engaged in the local furnishing of
electricity or gas. Congress determined that, in light of these indus-
try changes, a narrow provision allowing for acceleration of the re-
moval of this subsidy and limiting the subsidy to current recipients
(and certain successors in interest) is appropriate in view of the
current deregulation in these industries. ,

Explanation of Provision ;

The Small Business Act allows persons that have received tax-
exempt financing of facilities that currently qualify as used in the
local furnishing of electricity or gas to elect to terminate their qual-
ification for this tax-exempt financing and to expand their service
areas without incurring loss of interest deductions and loss of tax-
exemption penalties if: ' R IR

(1) no additional bonds are issued for facilities of the person
making the election (or were issued for any predecessor) after the
date of the provision’s enactment; .

(2) the expansion of the person’s service area is not financed with
any tax-exempt bond proceeds; and

(3) all outstanding tax-exempt bonds of the person making the
election (and any predecessor) are redeemed no later than six
months after the earliest date on which redemption is not prohib-
ited under the terms of the bonds, as issued (or six months after
the election, if later). ' ' R

Except as described below, the Small Business Act further limits
the local furnishing exception to bonds for facilities (1) of persons
that qualify as engaged in that activity (i.e., have facilities for local
furnishing placed in service in that activity) on January 1, 1997,
and (2) that serve areas served by those persons on that date. The
area which is considered to be served on January 1, 1997, consists
of the geographic area in which service actually is being provided
on that date. Service initially provided after that date to a new cus-
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tomer within that area (e.g., as a result of new construction or of
a change in heating fuel type) is not treated as a service area ex-
pansion.

A change in the identity of a person serving an area is dis-
regarded if the change is the result of a corporate reorganization
where the area served remains unchanged and there is common
ownership of both the predecessor and successor entities. To facili-
tate compliance with electric and gas industry restructuring now in
progress, the Small Business Act further permits continued quali-
fication of successor entities under a “step-in-the-shoes” rule with-
out regard to common ownership if the service provided remains
unchanged and the area served after the facilities are transferred
does not exceed the service area before the transfer. For example,
if facilities of a person engaged in local furnishing are sold to an-
other person, the purchaser (when it engages in otherwise qualified
local furnishing activities) is eligible for continued tax-exempt fi-
nancing to the same extent that the seller would have been had the
sale not occurred, if the service provided and the area served by
the facilities do not change.

Similarly, a purchaser “steps into the shoes” of its seller with re-
gard to eligibility (or the lack thereof) for making the election to
terminate its status as engaged in local furnishing without imposi-
tion of certain penalties on outstanding tax-exempt bonds. For ex-
ample, if a person engaged in local furnishing activities on the date
of the provision’s enactment receives financing from tax-exempt
bonds issued after the date of the provision’s enactment (and is
thereby ineligible to make the election), any purchaser from that
person likewise is ineligible. ‘

The Small Business Act allows certain expansions of existing
local furnishing service areas to occur after January 1, 1997, with-
out affecting continued qualification under the local furnishing ex-
ception, both within the existing service area and in the expansion
area. Under this provision, a qualified local furnishing service area
that includes a portion of a city or a county on January 1, 1997,
may be expanded after that date to include other portions of the
same city or county. For example, if a gas utility’s service area on
January 1, 1997, includes only an urban section of a county, a sub-
sequent expansion of the utility’s service area to include rural por-
tions of the same county (e.g., as a result of population growth)
does not, in itself, preclude qualification of the entire, expanded
service area as a local furnishing area. This exception, however,
does not allow expansion of local furnishing service areas beyond
the borders of a city or county where service is being provided on
January 1, 1997, or interconnection of facilities serving those areas
with other facilities or persons occurs in a manner not permitted
present and under prior law.

The Small Business Act also clarifies certain questions with re-
spect to the limitation on future eligibility under the local furnish-
ing exception. First, because the Small Business Act precludes issu-
ance of tax-exempt bonds except for local furnishers engaged in
that activity on January 1, 1997 (and successors in interest), the
statutory wording of the Small Business Act differs from the tradi-
tional focus of the local furnishing exception on a two county (or
city and contiguous county) area without regard to the entity pro-
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viding the service. The statutory references to “persons” engaged in
the local furnishing of electricity or gas contained in the conference
agreement were intended to prevent new entities (other than suc-
cessors in interest) from qualifying for tax-exempt financing under
the local furnishing exception. They are not to be construed in a
manner affecting the tax-exemipt status of interest on any out-
standing bonds or the receipt of additional tax-exempt financing by
an existing local furnisher, provided that the facilities financed
with those bonds are used at all times in qualified local furnishing
activities (as defined under prior law as modified by the Act) and
the bonds comply otherwise with the Internal Revenue Code’s re-
quirements for tax-exemption. ‘ I

Secend, the Small Business Act confirms no change was intended
in the prior-law rule that disregards certain transmission of elec-
tricity pursuant to FERC orders in determining whether a facility
is used in the local furnishing of electricity.

The application of the restriction on qualified local furnishing ac-
tivities to certain utility transactions such as those that may be ex-
pected to occur as a result of deregulation of the electric and gas
industries may be clarified by the following examples:

Example (1).—As part of a corporate reorganization, an existing
local furnishing utility sells a portion of its service area to a third
party. The retained portion of the utility’s service territory contin-
ues to qualify for tax-exempt financing under the local furnishing
exception provided that no violations of that exception, such as an
impermissible interconnection with facilities outside the area,
occur. The determination of whether the portion of the service ter-
ritory that is sold to a third party continues to qualify under the
local furnishing exception depends on the manner in which the
purchaser provides service in the area it acquires. If, for example,
- the purchaser operates in the area which it purchases in a manner
that otherwise qualifies under the local furnishing exception, the
purchaser is treated as a successor in interest to the seller and fa-
cilities for the area that is sold continue to be treated as used in
local furnishing. However, if that area is merged into, or
impermissibly interconnected with, another service area that does
not qualify as a local furnishing area after the transaction, the suc-
cessor in interest rule does not preserve the status of the area sold
as a local furnishing area.

Example (2).—Two independent utilities, both qualifying as en-
gaged in local furnishing on January 1, 1997, serve adjoining areas.
The utilities decide to adjust their common service area boundary
line to eliminate irregular geographic patterns. The parties to this
transaction may be treated as successors in interest with respect
to the area each acquires if the resulting service areas each qualify
under the local furnishing exception (as modified by the Small
Business Act).

Example (3).—Assume the facts of Example (2), except the area
acquired by one of the utilities is in a county where it did not pro-
vide service before the boundary line adjustments, and the utility’s
resulting service area includes all or part of three counties. That
utility would no longer qualify as engaged in local furnishing under
prior law. The result is the same under the Act.
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Example (4).—Assume the facts of Example (2), except the utili-
ties merge into a single company with a single service area. If the
resulting combined service area of the new company does not ex-
ceed two counties (or a city and a contigucus county), the new com-
pany continues to be eligible for tax-exempt financing as a succes-
sor in interest. : :

Example (5).—Assume that a local furnishing utility decides to
contract with a newly-formed independent power generating ven-
ture to construct a generating plant that will sell electricity to it
exclusively for use in its service area. Tax-exempt bonds may not
be issued under the local furnishing exception for construction of
the generating plant. The independent power producer was neither
engaged in the local furnishing of electricity to the service area in-
volved on January 1, 1997, nor is it a successor in interest.

Effective Date

These provisions were effective on the date of enactment (August
20, 1996).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $3 million in 1998, to decrease those receipts by $3 mil-
lion in 1999, $6 million in 2000, $4 in 2001, $3 million in 2002, and
less than $500,000 in 2003. Fiscal year receipts further are esti-
mated to be increased by $7 million in 2004, $13 million in 2005,
and $15 million in 2006. .

9. Extension of Airport and Airway Trust Fund excise taxes
(sec. 1609 of the Small Business Act and secs. 4041, 4081,
4261, and 4271 of the Code)

Present and Prior Law

Extension of aviation taxes

Before January 1, 1996, the following excise taxes were imposed
to fund the Airport and Airway Trust Fund: (1) a 10-percent tax
on domestic air passenger transportation; (2) a 6.25-percent tax on
domestic air freight transportation; (3) a $6-per-person tax on
international air departures; (4) a 17.5-cents-per-gallon tax on jet
fuel used in noncommercial aviation; and (5) a 15-cents-per-gallon
tax on gasoline used in noncommercial aviation (14 cents per gallon
of this tax continued after December 31, 1995, with the revenues
being deposited in the Highway Trust Fund). In addition, jet fuel
and gasoline used in commercial and noncommercial aviation are
subject to a tax of 4.3 cents per gallon, the revenues of which are
deposited in the General Fund of the Treasury. Prior to January
1, 1996, of the total tax of 19.3 cents per gallon imposed on gaso-
line used in noncommercial aviation, 18.3 cents per gallon was im-
posed when the gasoline was removed from a pipeline or barge ter-
min?l. The remaining one cent per gallon was imposed at the retail
level.
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Exemption for certain medical air transportation
An exemption was provided from the air passenger, freight, and
fuels taxes for emergency medical helicopter transportation if the

helicopter did not take off from or land at Federally assisted air-
ports or otherwise use Federal aviation facilities or services.

Exemption for helicopters used in exploration or develop-
ment of hard minerals or oil or gas '

An exemption was provided from the air transportation taxes for
helicopter transportation for exploration, development, or removal
of hard minerals or oil or gas if the helicopter did not take off from
or land at Federally assisted airports or otherwise use Federal
aviation facilities or services. :

Transportation of employees of affiliated companies

Generally, when employees fly on their employer’s aircraft, the
fuel tax applies, but when a company flies other passengers for
compensation or hire, the air passenger ticket tax applies. Employ-
ees of affiliated corporations do not cause the air passenger tax to
anly. The Internal Revenue Service interpreted the use limitation
of prior-law Code section 4282 on an all-or-nothing basis relating
to aircraft of affiliated groups. That is, if an aircraft was available
for hire by persons outside the affiliated group, all amounts paid
for transportation, including charges among members of an affili-
ated group, were subject to the air passenger ticket tax rather than
the fuels taxes.174 ' ,

Reasons for Change

The aviation excise taxes, which expired after December 31,
1995, fund important Federal air transportation services. Their ex-
piration is depleting monies available to finance these services,
which the Congress has reauthorized for a two-year period begin-
ning on October 1, 1996. The Congress determined that a short-
term extension of those taxes will provide needed revenue for the
Airport and Airway Trust Fund.

Explanation of Provisions
Reimposition of aviation taxes

.- The five Airport and Airway Trust Fund excises taxes are rein-
stated at the pre-1996 rates for the period beginning seven days
zi.gcgé' the date of enactment (August 27) through December 31,
The Small Business Act also consolidates imposition of the avia-
tion gasoline excise tax, with the entire 19.3-cents-per-gallon rate
on noncommercial aviation being imposed when the gasoline is re-
moved from a pipeline or barge terminal facility.

Exemption for certain medical air transportation

The Small Business Act: (1) expands the exemption for emer-
gency medical helicopters to also include fixed-wing aircraft
equipped for and exclusively dedicated to acute care emergency

174 Rev. Rul, 77-405, 1977-2 C.B. 381; Rev. Rul. 76-394, 1976-2 C.B. 355.
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medical services; and (2) removes the reference to non-use of Feder-
ally assisted airports or other Federal aviation facilities or services
for such medical aircraft to qualify for the exemption. The Congress
intended that this exemption be applied on a flight-by-flight basis.

Exemption for helicopters used in exploration or develop-
ment of hard minerals or oil or gas

The Small Business Act clarifies that the exemption for heli-
copters when engaged in exploration for the development of hard
. minerals, oil, and gas extends to discrete segments of flights that
otherwise originate and/or terminate at Federally assisted airports
where no Federal air navigation facilities or services are utilized
during the segments. That is, a flight segment between intermedi-
ate take-offs and landings, neither of which occurs at Federally as-
sisted facilities, is exempt from the aviation excise taxes if no Fed-
eral facilities or services are used during that flight segment.

Transportation of employees of affiliated groups

The Small Business Act provides that the determination of which
tax, the air passenger ticket tax or the fuels taxes, applies to
flights of aircraft of affiliated groups of corporations will be made
on a flight-by-flight basis.

~ Effective Date

The reinstatement of the aviation excise taxes and the modifica-
tions to certain exemptions and interputations of those taxes is ef-
fective beginning seven days after the date of the provision’s enact-
ment (on or after August 27, 1996); however, the air passenger
ticket and freight waybill taxes do not apply to any amount paid
before that date for transportation occurring during the period
when the taxes otherwise are reinstated.

Floor stocks taxes are imposed on aviation fuels held on the ef-
fective date of the provision beyond the point of distribution at
which tax generally is imposed. This tax does not apply to fuel des-
tined for a tax-free use (including fuel destined for use in commer-
cial aviation, on which the 4.3-cents-per-gallon General Fund tax
already has been paid).175

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $28 million in 1996, $1,528 million in 1997, and to de-
crease receipts by less than $500,000 annually during the period
1998 through 2006.

10. Modify basis adjustment rules under section 1033 (sec.
1610 of the Small Business Act and sec. 1033 of the Code)

Present and Pﬁor Law

Under section 1033, gain realized by a taxpayer from certain in-
voluntary conversions of property is deferred to the extent the tax-
payer purchases property similar or related in service or use to the

175 A technical correction may be necessary to effect this exemption for partially taxable fuel.
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converted  property within a specified replacement period of time.
The replacement property may be acquired directly or by acquiring
control of a corporation (generally, 80 percent of the stock of the
corporation) that owns replacement property. The taxpayer’s basis
in the replacement property generally is the same as the taxpayer’s
basis in the converted property, decreased by the amount of any
money or loss recognized on the conversion, and increased by the
amount of any gain recognized on the conversion. In cases in which
a taxpayer purchased stock as replacement property, the taxpayer
generally reduced the basis of the stock, but did not reduce the
basis of the underlying assets. Thus, the reduction in the basis of
the stock generally did not result in reduced depreciation deduc-
tions where the acquired corporation held depreciable property, and
may have resulted in the taxpayer having more aggregate depre-
ciable basis after the acquisition of replacement property than be-
fore the involuntary conversion.

Reasons for Change e

The Congress believed that if a taxpayer elects to defer the rec-
ognition of gain with respect to property that is involuntarily con-
verted, the taxpayer should have the same adjusted basis in the ac-
quired property that is similar or related in service or use to the
converted property, regardless of whether such property was ac-
quired directly or indirectly through the acquisition of the stock of
a corporation. : ' R .
, Explanation of Provision

The Small Business Act provides that where the taxpayer satis-
fies the replacement property requirement of section 1033 by ac-
quiring stock in a corporation, the corporation generally will reduce
its adjusted bases in its assets by the amount by which the tax-
payer treduces its basis in the stock. The corporation’s adjusted
bases in its assets will not be reduced, in the aggregate, below the
taxpayer’s basis in its stock (determined after the appropriate basis
adjustment for the stock). In addition, the basis of any individual
asset will not be reduced below zero. The basis reduction first is
applied to: (1) property that is similar or related in service or use
to the converted property, then (2) to other depreciable property,
then (3) to other property.

The application of these rules can be demonstrated by the follow-
ing examples: B ) - ‘ ;

Example 1.—Assume that a taxpayer owned a commercial build-
ing with an adjusted basis of $100,000 that was involuntarily con-
verted, causing the taxpayer to receive $1 million in insurance pro-
ceeds. Further assume that the taxpayer acquires, as replacement
property, all of the stock of a corporation, and the sole asset of the
corporation is a building with a value and an adjusted basis of $1
million. Under the Small Business Act, for section 1033 to apply,
the taxpayer would reduce its basis in the stock to $100,000 (as
under prior law) and the corporation would reduce its adjusted
basis in the building to $100,000. ' i

Example 2.—Assume the same facts as in Example 1, except that
on the date of acquisition, the corporation has an adjusted basis of
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$100,000 (rather than $1 million) in the building. Under the Small
Business Act, the taxpayer reduces its basis in the stock to
$100,000 (as under prior law) and the corporation is not required
to reduce its adjusted basis in the building.

Eﬁ'ectit}e Date

" The provision applies to involuntary conversions occurring after
the date of enactment of the Small Business Act.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $1 million in 1997, $5 million in 1998, $9 million in
1999, $14 million in 2000, $20 million in 2001, $29 million in 2002,
$37 million in 2003, $46 million in 2004, $56 million in 2005, and
$64 million in 2006. ’

11. Treatment of certain insurance contracts on retired lives
(sec. 1611 of the Small Business Act and sec. 817(d) of
the Code)

Present and Prior Law

Life insurance companies are allowed a deduction for any net in-
crease in reserves and are required to include in income any net
decrease in reserves. The life insurance reserve of a life insurance
company is the greater of the net surrender value of the contract
or the reserve determined under Federally prescribed rules. In no
event, however, may the amount of the reserve for tax purposes at
any time exceed the amount of the reserve for annual statement
purposes.

Special rules are provided in the case of a variable contract.
Under these rules, the reserve for a variable contract is adjusted
by (1) subtracting any amount that has been added to the reserve
by reason of appreciation in the value of assets underlying such
contract, and (2) adding any amount that has been subtracted from
the reserve by reason of depreciation in the value of assets underly-
ing such contract. In addition, the basis of each asset underlying
a variable contract is adjusted for appreciation or depreciation to
the extent the reserve is adjusted.

Under prior law, a variable contract generally was defined as any
annuity or life insurance contract (1) that provides for the alloca-
tion of all or part of the amounts received under the contract to an
account that is segregated from the general asset accounts of the
company, and (2) under which, in the case of an annuity contract,
the amounts paid in, or the amounts paid out, reflect the invest-
ment return and the market value of the segregated asset account,
or, in the case of a life insurance contract, the amount of the death
benefit (or the period of coverage) is adjusted on the basis of the
investment return and the market value of the segregated asset ac-
count. A pension plan contract that is not a life, accident, or health,
property, casualty, or liability insurance contract is treated as an
annuity contract for purposes of this definition. o
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Réasons for Change

The C)ongress believed that certain contracts which provide in-
surance ‘on retired lives should be treated as variable contracts in
order to simplify the treatment of such contracts and to provide a
more accurate measure of the income of life insurance companies
with respect to such contracts.

Explanation of Provision

The Small Business Act provides that a variable contract is to in-
clude a contract that provides for the funding of group term life or
group accident and health insurance on retired lives if: (1) the con-
tract provides for the allocation of all or part of the amounts re- -
ceived under the contract to an account that is segregated from the
general asset account of the company; and (2) the amounts paid in,
or the amounts paid out, under the contract reflect the investment
return and the market value of the segregated asset account under-
lying the contract. : e

Thus, the reserve for such a contract is to be adjusted by (1) sub-
tracting any amount that has been added to the reserve by reason
of appreciation in the value of assets underlying such contract, and
(2) adding any amount that has been subtracted from the reserve
by reason of depreciation in the value of assets underlying such
contract. In addition, the basis of each asset underlying the con-
tract is to be adjusted for appreciation or depreciation to the extent
that the reserve is adjusted.

Effective Date

The provision applies to taxable years beginning after December
31, 1995. ‘

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $2 million in 1997 and $1 million in 1998, reduce such
receipts by $2 million in 1999, increase such receipts by $5 million
in 2000 and $2 million in 2001, reduce such receipts by less than
$500,000 in 2002, increase such receipts by $10 million in 2003, re-
duce such receipts by $5 million in 2004, increase such receipts by
$2 million in 2005 and reduce such receipts by $3 million in 2008.

12. Treatment of modified guaranteed contracts (sec. 1612 of
the Small Business Act and sec. 817A of the Code)

Present dnd Pfior Law

Life insurance companies are allowed a deduction for any net in-
crease in reserves and are required to include in income any net
decrease in reserves. The life insurance reserve of a life insurance
company is the greater of the net surrender value of the contract
or the reserve determined under Federally prescribed rules. The
net surrender value of a contract is the cash surrender value re-
duced by any surrender penalty, except that under prior law, any
market value adjustment required on surrender was not taken into
account. In no event, however, may the amount of the reserve for
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tax purposes at any time exceed the amount of the reserve for an-
nual statement purposes.

In general, assets held for investment are treated as capital as-
sets. Any gain or loss from the sale or exchange of a capital asset
is treated as a capital gain or loss and is taken into account for the
taxable year in which the asset is sold or exchanged.

Reasons for Change

Life insurance companies have recently begun issuing annuity
contracts, life insurance contracts, and pension plan contracts that
provide for a guaranteed interest rate for a specified period of time
and a market value adjustment in the event that the owner of the
contract surrenders the contract for cash prior to the end of the
guaranteed interest period. These contracts are commonly referred
to as “modified guaranteed contracts.”

-If the premium or other consideration received under a modified
guaranteed contract is allocated to an account that is segregated
rom the general asset accounts of the life insurance company, then
the reserve for the contract and the assets in the segregated ac-
count generally are required to be taken into account at market
value for annual statement purposes. For Federal income tax pur-
poses, the reserve for a modified guaranteed contract may reflect
the market value adjustment, while the market fluctuations in the
assets underlying the contract are not taken into account unless
the assets are disposed of.

The Congress considered it appropriate to conform the Federal
income tax treatment of modified guaranteed contracts with the
annual statement treatment of such contracts in order to simplify
the accounting for such contracts and to provide a more accurate
measure of the income of life insurance companies with respect to
such contracts.

Explanation of Provision

- The Small Business Act generally applies a mark-to-market re-
gime to assets held as part of a segregated account under a modi-
fied guaranteed contract issued by a life insurance company. Gain
or loss with respect to such assets held as of the close of any tax-
able year are taken into account for that year (even though the as-
sets have not been sold or exchanged),176 and are treated as ordi-
nary. If gain or loss is taken into account by reason of the mark-
to-market requirement, then the amount of gain or loss subse-
quently realized as a result of sale, exchange, or other disposition
of the asset, or as a result of the application of the mark-to-market
requirement is appropriately adjusted to reflect such gain or loss.
In addition, the reserve for a modified guaranteed contract is deter-
mined by taking into account the market value adjustment re-
quired on surrender of the contract. _

A modified guaranteed contract is defined as any life insurance
contract, annuity contract or pension plan contract 77 that is not

176 The wash sale rules of section 1091 of the Code are not to apply to any loss that is required
to be taken into account solely by reason of the mark-to-market requirement.

177 The provision applies only to a pension plan contract that is not a life, accident or health,
property, casualty, or liability contract. : .
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a variable contract (within the meaning of Code section 817), and
that satisfies the following requirements. All or a part of the
amounts received under the contract must be allocated to an ac-
count which, pursuant to State law or regulation, is segregated
from the general asset accounts of the company and is valued from
time to time by reference to market values. '

The reserves for the contract must be valued at market for an-
nual statement purposes and the Federally prescribed reserve for
the contract under section 807(d)}2) must be valued at market.
Further, a modified guaranteed contract includes only a contract
that provides either for a net surrender value or for a policyholder’s
fund (within the meaning of section 807(e)(1)). It is intended that
a policyholder’s fund be more than de minimis. For example, Treas-
ury regulations could provide that a policyholder’s fund that rep-
resents 15 percent or less of the insurer’s reserve for the contract
under section 807, and that is attributable to employee contribu-
tions, would be considered de minimis. :

If only a portion of the contract is not described in section 817,
that portion is treated as a separate contract for purposes of the
provision.

~'The Treasury Department is authorized to issue regulations that

provide for the application of the mark-to-market requirement at
times other than the close of a taxable year or the last business
day of a taxable year. The Treasury Department is also authorized
to issue such regulations as may be necessary or appropriate to
carry out the purposes of the provision and to provide for the treat-
ment of modified guaranteed contracts under sections 72, 7702, and
7702A. In addition, the Treasury Department is authorized to de-
termine the interest rates applicable under sections 807(cX3),
807(d)2)(B) and 812 with respect to modified guaranteed contracts
annually, calculating such rates as appropriate for modified guar-
anteed contracts. The Tréasury Department has discretion to deter-
mine an appropriate rate that is a current market rate, which
could be determined, for example, either by using a rate that is ap-
propriate for the obligations under the contract to which the re-
serve relates, or by taking into account the yield on the assets un-
derlying the contract. The Treasury Department may exercise this
authority by issuing a periodic announcement of the appropriate
market interest rates or formula for determining such rates. The
Treasury Department is also authorized, to the extent appropriate
for such a contract, to modify or waive section 8§11(d). .

The Treasury Department is also authorized to provide rules lim-
iting the ordinary treatment provided under the provision to gain
or loss on those assets properly taken into account in calculating
the reserve for Federal tax purposes (and necessary to support such
reserves) for modified guaranteed contracts, and to provide rules
for limiting such treatment with respect to other assets (such as as-
sets representing surplus of the company). Particular concern has
been expressed about characterization of gain or loss as ordinary
under the provision in transactions that would otherwise either (1)
have to meet the requirements of the hedging rules under the sec-
tion 1221 Treasury regulations to receive this treatment, or (2) be
treated as capital transactions under present law. It is intended
that the mark-to-market treatment apply to all assets held as part
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of a segregated account established under the provision, even
though ordinary treatment may not apply (pursuant to Treasury
regulatory authority) to assets held as part of the segregated ac-
count that are not necessary to support the reserve for modified
guaranteed contracts.

The Small Business Act authorizes the Treasury Department to
prescribe regulations that provide for the treatment of assets trans-
ferred to or from a segregated account. This regulatory authority
is provided because of concern that taxpayers may exercise selec-
tive ordinary loss (or income or gain) recognition by virtue of the
ordinary treatment under the provision. One example of selective
ordinary loss recognition could arise if assets are always marked to
market when transferred out of the segregated account. For exam-
ple, if at the beginning of the taxable year an asset in the seg-
regated account is worth $1,000, but declines to $900 in July, the
taxpayer might choose to recognize $100 of ordinary loss while con-
tinuing to own the asset, simply by transferring it out of the seg-
regated account in July and replacing $1,000 of cash (for example)
in the segregated account. -

It is intended that the regulations relating to asset transfers will
forestall opportunities for selective recognition of ordinary items.
Priolr to the issuance of these regulations, the following rules shall
apply.

If an asset is transferred to a segregated account, gain or loss at-
tributable to the period during which the asset was not in the seg-
regated account is taken into account when the asset is actually
sold, and retains the character (as ordinary or capital) properly at-
tributable to that period. Appropriate adjustments are made to the
basis of the asset to reflect gain or loss attributable to that period.

If an asset is transferred out of a segregated account, the trans-
fer is deemed to occur on the last business day of the taxable year
and gain or loss with respect to the transferred asset is taken into
account as of that day. Loss with respect to such transferred asset
is treated as ordinary to the extent of the lesser of (1) the loss (if
any) that would have been recognized if the asset had been sold for
its fair market value on the last business day of the taxable year
(or the date the asset was actually secld by the taxpayer, if earlier)
or (2) the loss (if any) that would have been recognized if the asset
had been sold for its fair market value on the date of the transfer
out of the segregated account. A similar rule applies for gains.
Proper adjustment is made in the amount of any gain or loss sub-
sequently realized to reflect gain or loss under the provision.

For example, assume that a capital asset in the segregated ac-
count that is worth $1,000 at the beginning of the year is trans-
ferred out of the segregated account in July at a value of $900, is
retained by the company and is worth $950 on the last business
day of the taxable year. A $50 ordinary loss is taken into account
with respect to the asset for the taxable year (the difference be-
tween $1,000 and $950). The asset is not marked to market in any
subsequent year under the provision, provided that it is not trans-
ferred back to the segregated account.

As an additional example, assume that a capital asset in the seg-
regated account that is worth $1,000 at the beginning of the year
is transferred out of the segregated accounted in July at a value



239

of $900, is retained by the company and continues to decline in
value to $850 on the last business day of the taxable year. A $100
ordinary loss ($1,000 less $900) and a $50 capital loss ($900 less
$850) is taken into account with respect to the asset for the taxable
year.

" Effective Date o

The provision applies to taxable years beginning after December
31, 1995. A taxpayer that is required to (1) change its calculation
of reserves to take into account market value adjustments and (2)
mark to market its segregated assets in order to comply with the
requirements of the provision is treated as having initiated changes
in method of accounting and as having received the consent of the
Treasury Department to make such changes.

Except as otherwise provided in special rules (described below),
the section 481(a) adjustments required by reason of the changes
in method of accounting are to be taken into account as ordinary
income for the taxpayer’s first taxable year beginning after Decem-
ber 31, 1995. .

Special rules providing for a seven-year spread apply in the case
of certain losses (if any), and in the case of certain reserve in-
creases (if any), in order to limit selective loss recognition or selec-
tive minimization of gain recognition. Thus, the seven-year spread
rule applies when the taxpayer’s section 481(a) adjustment is nega-
tive. .

First, if, for the taxpayer’s first taxable year beginning after De-
cember 31, 1995, (1) the aggregate amount of the loss recognized
by reason of the change in method of accounting with respect to
segregated assets under modified guaranteed contracts (i.e, the
switch to a mark-to-market regime for such assets) exceeds (2) the
amount included in income by reason of the change in method of
accounting with respect to reserves (i.e, the change permitting a
market value adjustment to be taken into account with respect to
a modified guaranteed contract), then the excess is not allowed as
a deduction in the taxpayer’s first taxable year beginning after De-
cember 31, 1995. Rather, such excess is allowed ratably over the
period of seven taxable years beginning with the taxpayer’s first
taxable year beginning after December 31, 1995. The adjusted
basis of each such segrégated asset is nevertheless determined as
if such losses were realized in the taxpayer’s first taxable year be-
ginning after December 31, 1995.

Second, if, for the taxpayer’s first taxable year beginning after
December 31, 1995, (1) the aggregate amount of the taxpayer’s de-
duction that arises by reason of the change in method of accounting
with respect to reserves (i.e., the change permitting a market value
adjustment to be taken into account with respect to a modified
guaranteed contract), exceeds (2) the aggregate amount of the gain
recognized by reason of the change in method of accounting with
respect to segregated assets under modified guaranteed contracts
(i.e., the switch to a mark-to-market regime for such assets), then
the excess is not allowed as a deduction in the taxpayer’s first tax-
able year beginning after December 31, 1995. Rather, such excess
is allowed ratably over the period of seven taxable years beginning
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with the taxpayer’s first taxable year beginning after December 31,
1995.

Revehue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $3 million in 1997, and increase such receipts by $3
million in 1998, $2 million in 1999, and $2 million in 2000, and to
reduce such receipts by $1 million in 2001, $1 million in 2002, and
by less than $500,000 in each of 2003 through 2006.

13. Treatment of contributions in aid of construction fdr
water utilities (sec. 1613(a) of the Small Business Act
and sec. 118 of the Code)

Present and Prior Law

The gross income of a corporation does not include contributions
to its capital. A contribution to the capital of a corporation does not
include any contribution in aid of construction or any other con-
tribution as a customer or potential customer.

Prior to the enactment of the Tax Reform Act of 1986 (“1986
Act”), a regulated public utility that provided electric energy, gas,
water, or sewerage disposal services was allowed to treat any
amount of money or property received from any person as a tax-
free contribution to its capital so long as such amount (1) was a
contribution in aid of construction and (2) was not included in the
taxpayer’s rate base for rate-making purposes. A contribution in
aid of construction did not include a connection fee. The basis of
any property acquired with a contribution in aid of construction
was zero.

If the contribution was in property other than electric energy,
gas, steam, water, or sewerage disposal facilities, such contribution
was not includible in the utility’s gross income so long as: (1) an
amount at least equal to the amount of the contribution was ex-
pended for the acquisition or construction of tangible property that
was used predominantly in the trade or business of furnishing util-
ity services; (2) the expenditure occurred before the end of the sec-
ond taxable year after the year that the contribution was received;
and (3) certain records were kept with respect to the contribution
and the expenditure. In addition, the statute of limitations for the
assessment of deficiencies was extended in the case of these con-
tributions. ;

These rules were repealed by the 1986 Act. Thus, after the 1986
Act, the receipt by a utility of a contribution in aid of construction
was includible in the gross income of the utility, and the basis of
property received or constructed pursuant to the contribution was
not reduced.

Reasons for Change

The Congress believed that the changes made by the 1986 Act
with respect to the treatment of contributions in the aid of con-
struction to water utilities may inhibit the development of certain
communities and the modernization of water and sewerage facili-
ties.



241

Explanation of Provision

The Small Business Act restores the contributions in aid of con-
struction provisions that were repealed by the 1986 Act for regu-
lated public utilities that provide water or sewerage disposal serv-
ices. : : SOEE R FAENC OEAESLmas v

Under the Small Business Act, any amount of money or other
property received from any person (whether or not a shareholder)
by a regulated public utility that provides water or sewerage dis-
posal services will be treated as a tax-free contribution to the cap-
ital of the utility if (1) such amount is a contribution in aid of con-
struction; (2) in the case of contributions of property other than
water or sewerage disposal facilities, an expenditure rule is met;
and (3) the amount of the contribution is not included in the util-
ity’s rate base for ratemaking purposes. ‘ o o

For this purpose, the term “contribution in aid of construction”
will be defined by Treasury regulations, except that such term will
not include amounts paid as service charges for starting or stop-
ping services. The term “regulated public utility” has the meaning
given such term by section 7701(a)(83), except that the term will
not include any utility that is not required to provide water or sew-
erage disposal services to members of the general public in its serv-
ice area. ‘

The expenditure rule applicable to contributions of property (in-
cluding cash) other than water or sewerage disposal service facili-
ties is met if (1) an amount equal to the amount of the contribution
is expended by the utility for the acquisition or construction of tan-
gible property for which the contribution was made (or is the same
type of such property)178 and the property is used by the utility
predominantly 179 in the trade or business of furnishing water or
sewerage disposal services; (2) the expenditure occurs before the
end of the second taxable year after the year that the contribution
was received; and (3) accurate records were kept by the utility with
respect to the amount, timing, and identification of the contribution
and the related expenditure. ' '

No deduction or credit is allowed for, or by reason of, any ex-
penditure that constitutes a contribution in aid of construction. The
- adjusted basis of any property acquired with a contribution in aid

of construction will be zero. ' i S

The statute of limitations for the assessment of deficiencies is ex-
tended in the case of amounts that the taxpayer treats as contribu-
tions to its capital. :

Effective Date

The provision is effective for amounts received after June 12,
1996. ; v ,

1781t is expected that this property requirement will be narrowly construed so that, in order
to meet the expenditure rule, the acquired or constructed property must be the property that
motivated the contribution or is substantially identical to property that motivated the contribu-
tion. . [

179 For this purpose, “predominantly” means 80 percent or more,
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- Revenue Effect

The revenue effect of this provision is included with the revenue
effect of item 14 regarding the depreciation of water utility prop-
erty over 25 years.

-14. Require water utility property to be depreciated over 25
years (sec. 1613(b) of the Small Business Act and sec. 168
of the Code)

Present and Prior Law

Property used by a water utility in the gathering, treatment, and
commercial distribution of water and municipal sewers was depre-
ciated over a 20-year period for regular tax purposes. The deprecia-
tion method generally applicable to property with a recovery period
of 20 years is the 150-percent declining balance method (switching
to the straight-line method in the year that maximizes the depre-
ciation deduction). The straight-line method applies to property
with a recovery period over 20 years.

Reasons for Change

The Congress believed that it was appropriate to extend the de-
preciable life of water utility property given the exception provided
by the Congress for contributions in aid of construction of water
utility companies and the long useful lives generally exhibited by
such property.

" Explanation of Provision

The Small Business Act provides that water utility property will
be depreciated using a 25-year recovery period and the straight-line
method for regular tax purposes. For this purpose, “water utility
property” means (1) property that is an integral part of the gather-
ing, treatment, or commercial distribution of water, and that, with-
out regard to the provision, would have a recovery period of 20
years and (2) any municipal sewer. Such property generally is de-
scribed in Asset Classes 49.3 and 51 of Revenue Procedure 87-56,
1987-2 C.B. 674. The Small Business Act does not change the class
lives of water utility property for purposes of the alternative depre-
ciation system of section 168(g).

Effective Date

The provision is effective for property placed in service after June
12, 1996, other than property placed in service pursuant to a bind-
ing contract in effect before June 10, 1996, and at all times there-
after before the property is placed in service.

Revenue Effect

The provision, combined with the provision to provide an exclu-
sion for contributions in aid of construction received by water utili-
ties, is estimated to reduce Federal fiscal year budget receipts by
$21 million in 1997, $9 million in 1998, and $3 million in 1999, and
increase Federal fiscal year budget receipts by $11 million in 2000,
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'$24 million in 2001, $35 million in 2002, $45 million in 2003, $55
million in 2004, $64 million in 2005, and $73 million in 2006.

15. Allow conversion of scholarship funding corporation to
taxable corporation (sec. 1614 of the Small Business Act
and sec. 150 of the Code)

Present and Prior Law

Qualified scholarship funding corporations

Under both prior and present law, qualified scholarship funding
corporations are nonpr'ogt corporations established and operated
exclusively for the purpose of acquiring student loan notes incurred
under the Higher Education Act of 1965 (sec. 150(d)). Such corpora-
tions must be organized at the request of a State or political sub-
division thereof. In addition, a qualified scholarship funding cor-
poration must be required by its corporate charter and bylaws, or
under State law, to devote any income (after payment of exl;;enses,
debt service and the creation of reserves for the same) to the pur-
chase of additional student loan notes or to pay over any income
to the United States.

Qualified student loan bonds

In general, State and local government bonds issued to finance
private loans (e.g.,, student loans) are taxable private activity
bonds. However, interest on qualified student loan bonds is tax-ex-

empt.

Ci)ualiﬁed student loan bonds are obligations that are part of an
issue all, or a major portion, of the proceeds of which are used, di-
rectly or indirectly, to finance loans to students who meet certain
requirements. Such loans must be made under a program of gen-
eral application to which the Higher Education Act of 1965 applies
and with respect to which special allowance payments (SAP) under
the Higher Education Act of 1965 are authorized. In addition, the
program must restrict the maximum amount of loans that may be
outstanding to any student and the maximum rate of interest pay-
able on any loan, and the loans must be guaranteed by the Federal
government. Finally, the financing of loans under the program
{)nu%t not be limited by Federal law to the proceeds of tax-exempt

onds. .

Qualified scholarship funding corporations are eligible issuers of

qualified student loan bonds.

Arbitrage restrictions and rebate requirement

The Internal Revenue Code restricts the direct and indirect in-
vestment of bond proceeds in higher yielding investments and re-
quires that profits on investments that are unrelated to the govern-
ment purpose for which the bonds are issued be rebated to the
United States.

These arbitrage restrictions limit, for example, the amount by
which interest charged on loans to students may exceed interest
paid on qualified student loan bonds. This amount generally is lim-
ited to a spread between the interest on the bonds and the interest
on the acquired program obligations equal to the greater of (1) two
percentage points plus reasonable administrative costs or (2) all
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reasonable direct costs of the loan program (including issuance
costs and bad debt losses). Special allowance payments (SAP) made
by the Department of Education are treated as interest on notes
and, therefore, are included within the 2-percent limit.

Private foundation excess business holding restrictions

The activities and assets of private foundations are subject to
certain restrictions, including the “excess business holding” limita-
tions of section 4943. These rules limit the combined ownership of
a business enterprise by a private foundation and all disqualified
persons by imposing a tax on the “excess business holdings” of any
private foundation. Generally, a private foundation and disqualified
persons may, in the aggregate, own 20 percent of the voting stock
of a functionally unrelated corporation. If third parties control the
unrelated corporation, such aggregate percentage interest may be
increased to 35 percent.

The excess business holding rules do not apply if a private foun-
dation owns an interest in a “functionally-related business.” A
“functionally-related business” is one that is (1) not an unrelated
trade or business within the meaning of section 518 or (2) carried
on within a larger aggregate of similar activities or within a larger
complex of other endeavors that are related to the foundation’s ex-
empt purposes.

Reasons for Change

The Congress provided in 1993 for certain loans to students be
made directly by the Federal Government. To the extent that such
direct loan programs provide loans to students, loan programs such
as those provided by qualified scholarship funding corporations will
be reduced and possibly terminated. The Congress believed that
those corporations should be given an opportunity to engage in new
education-related activities without jeopardizing the tax-exempt
character of their debt. In addition, the Congress believed that
profits accumulated by those corporations may be used as seed cap-
ital for those new activities, but that those funds be dedicated for
charitable purposes. Accordingly, the Congress believed that the as-
sets and liabilities of such corporations may be transferred to a tax-
able subsidiary in exchange for its stock so long at the corporation
becomes a charitable corporation and the terms of the subsidiary’s
stock are protect the charity’s interests.

Explanation of Provision
In general

The Small Business Act provides that a nonprofit student loan
funding corporation may elect to cease its status as a qualified
scholarship funding corporation. If the corporation meets the re-
quirements outlined below, such an election would not cause any
bond outstanding as of the date of the issuer’s election and any
bond issued to refund such a bond to fail to be a qualified student
loan bond. Accordingly, the interest on such bonds would remain
tax-exempt to the bondholders. Once made, an election may be re-
voked only with the consent of the Secretary of Treasury.
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Requirements

First, upon making the election, the issuer would be required to
transfer all of the student loan notes to another, taxable, corpora-
tion in exchange for senior stock of such corporation within a rea-
sonable period of time after the election is made. Immediately after
the transfer, the issuer, and any other issuer who made the elec-
tion, would be required to hold all of the senior stock of the cor-
poration. Senior stock would be stock whose rights to dividends,
liquidation or redemption rights are not inferior to those of any
other class of stock and that (1) participates pro rata and fully in
the equity value of any other common stock of the corporation, (2)
has the right to payments receivable in liquidation prior to any
other stock in the corporation, (3) upon liquidation or redemption,
has a fixed right to receive the greater of (a) the fair market value
of the stock at the date of liquidation or redemption or (b) the net
fair market value of all assets transferred to the corporation by the
issuer, and (4) has a right to require its redemption by a date
which is not 10 years after the date that the election is made.

In addition, the transferee corporation would be required to as-
sume or otherwise provide for the payment of all the qualified
scholarship funding bond indebtedness of the issuer within a rea-

- sonable period after the election. To the extent permitted by law,
the transferee corporation would be required to assume all of the
responsibilities and succeed to all of the rights of the issuer under
the issuer’s agreements with the Secretary of Education with re-
spect to student loans. LI

Further, immediately after the transfer, the issuer (i.e., the non-
profit student loan funding corporation) would be required to be-
come a charitable organization (described in section 501(c)(3) that
is exempt from tax under section 501(a)), at least 80 percent of the
members of its board of directors must be independent members,
and which must hold all of the senior stock of the corporation.
Consequences of election

After making the election, the issuer would not be authorized to
issue any new tax-exempt bonds. On the other hand, any bonds is-
sued to refund such bonds must be issued by a governmental entity
because a qualified scholarship funding corporation would no
longer exist. ‘

Application of restriction on excess business holdings

For purposes of the excess business holding restrictions imposed
on a private foundation, the corporation to which the issuer makes
the transfer would be treated as a “functionally-related business”
with respect to the issuer if more than 50 percent of the gross in-
come of such corporation is derived from, or more than 50 percent
of the assets (by value) of such corporation consists of, student loan
notes incurred under the Higher Education Act of 1965.

Effective Date
The provision is effective on the date of enactment.
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Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $3 million in 1997, $6 million in 1998, $8 million in
1999, $10 million in 2000, $10 million in 2001, $9 million in 2002,
$7 million in 2603, $6 million in 2004, $5 million in 2005, and $4
million in 2006.

16. Apply mathematical or clerical error procedures for de-
pendency exemptions and filing status when correct tax-
payer identification numbers are not provided (sec. 1615
of the Small Business Act and secs. 21, 151 and 6213 of
the Code)

Present and Prior Law
In general

Individuals who claim personal exemptions for dependents must
include on their tax return the name and taxpayer identification
number (TIN) of each dependent. For returns filed with respect to
tax year 1996, individuals must provide a TIN for all dependents
born on or before November 30, 1996. For returns filed with respect
to tax year 1997 and all subsequent years, individuals must pro-
vide TINs for all dependents, regardless of their age. An individ-
ual’s TIN is generally that individual’s social security number.

If the individual fails to provide a correct TIN for a dependent,
the Internal Revenue Service may impose a $50 penalty.

Mathematical or clerical errors

The IRS may summarily assess additional tax due as a result of
a mathematical or clerical error without sending the taxpayer a no-
tice of deficiency and giving the taxpayer an opportunity to petition
the Tax Court. Where the IRS uses the summary assessment pro-
cedure for mathematical or clerical errors, the taxpayer must be
given an explanation of the asserted error and a period of 60 days
to request that the IRS abate its assessment. The IRS may not pro-
ceed to collect the amount of the assessment until the taxpayer has
agreed to it or has allowed the 60-day period for objecting to expire.
If the taxpayer files a request for abatement of the assessment
specified in the notice, the IRS must abate the assessment. Any re-
assessment of the abated amount is subject to the ordinary defi-
ciency procedures. The request for abatement of the assessment is
the only procedure a taxpayer may use prior to paying the assessed
amount in order to contest an assessment arising out of a mathe-
matical or clerical error. Once the assessment is satisfied, however,
the taxpayer may file a claim for refund if he or she believes the
assessment was made in error.

Explanation of Provision

If an individual fails to provide a correct TIN for a dependent,
the IRS is authorized to deny the dependency exemption. Such a
change also has indirect consequences for other tax benefits cur-
rently conditioned on being able to claim a dependency exemption
(e.g., head of household filing status and the dependent care cred-
it). In addition, the failure to provide a correct TIN for a dependent
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will be treated as a mathematical or clerical error and thus any no-
tification that the taxpayer owes additional tax because of that fail-
ure will not be treated as a notice of deficiency.

' Effective Date

The provision is effective for tax returns for which the due date
(without regard to extensions) is 30 days or more after the date of
enactment. For taxable years beginning in 1996, no requirement to
gbtaig ai !;PQIEIS\I applies in the case of dependents born after Novem-

er 30, .

Revenue Effect
" The provision is estimated ‘_'to"v'inci'é'ase Federal fiscal year budget
receipts by $133 million in 1997, $272 million in 1998, $262 million
in 1999, $249 million in 2000, $242 million in 2001, $234 million

in 2002, $226 million in 2003, $217 million in 2004, $209 million
in 2005, and $201 million in 2006.

17. Treatment of bad debt deductions of thrift i.n‘st.it.iitiéﬁs_\
geg. )1616 of the Small Business Act and sec. 593 of the
ode iyt

Prior Law and Bdckgrodnd -

Reserve method of accounting for bad debts of thrift institu-
tions ' '

Generally, a taxpayer engaged in a trade or business may deduct
the amount of any debt that becomes wholly or partially worthless
during the year (the “specific charge-off” method of sec. 166). Cer-
tain thrift institutions (building and loan associatjons, mutual sav-
ings banks, or cooperative banks) were allowed deductions for bad
debts under rules more favorable than those granted to other tax-
payers (and more favorable than the rules applicable to other fi-
nancial institutions). Qualified thrift institutions computed deduc-
tions for bad debts using either the specific charge-off method or
the reserve method of section 593. To qualify for this reserve meth-
od, a thrift institution must have met an asset test, requiring that
60 percent of its assets consisted of “qualifying assets” (generally
cash, government obligations, and loans secured by residential real
property). This percentage was computed at the close of the taxable
year, or at the option of the taxpayer, as the annual average of
monthly, quarterly, or semiannual computations of similar percent-
ages. o : :

If a thrift institution used the reserve method of accounting, it
established and maintained a reserve for bad debts, charged actual
losses against the reserve, and was allowed a deduction for annual
additions to restore the reserve to its permitted balance. Under sec-
tion 593, a thrift institution annually elected to calculate its addi-
tion to its bad debt reserve under either (1) the “percentage of tax-
able income” method applicable only to thrift institutions, or (2) the
“experience” method also available to small banks.

Under the “percentage of taxable income” method, a thrift insti-
tution generally was allowed a deduction for an addition to its bad
debt reserve equal to 8 percent of its taxable income (determined
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without regard to this deduction and with additional adjustments).
Under the experience method, a thrift institution generally was al-
lowed a deduction for an addition to its bad debt reserve equal to
the greater of: (1) an amount based on its actual average experi-
ence for losses in the current and five preceding taxable years, or
(2) an amount necessary to restore the reserve to its balance as of
the close of the base year. For taxable years beginning before 1988,
the “base year” was the last taxable year before the most recent
adoption of the experience method (i.e., generally, the last year the
taxpayer was on the percentage of taxable income method). For
taxable years beginning after 1987, the base year was the last tax-
able year beginning before 1988. Prior to 1988, computing bad
debts under a “base year” rule allowed a thrift institution to claim
a deduction for bad debts for an amount at least equal to the insti-
tution’s actual losses that were charged off during the taxable year.

Bad debt methods of commercial banks

A small commercial bank (i.e., one with adjusted bases of assets
of $500 million or less) may use the experience method of section
585 or the specific charge-off method of section 166 for purposes of
computing its deduction for bad debts. A large commercial bank
only may use the specific charge-off method. If a small bank be-
comes a large bank, it must recapture its existing bad debt reserve
(i.e., include the amount of the reserve in income) through one of
two elective methods. Under the 4-year recapture method, the bank
generally includes 10 percent of the reserve in income in the first
taxable year, 20 percent in the second year, 30 percent in the third
year, and 40 percent in the fourth year. Under the cut-off method,
the bank generally neither restores its bad debt reserve to income
nor may it deduct losses relating to loans held by the bank as of
the date of the required change in the method of accounting. Rath-
* er, the amount of such losses are charged against and reduce the
existing bad debt reserve; any losses in excess of the reserve are
deductible. Any reserve balance in excess of the balance of related
loans is includible in income.

Recapture of bad debt reserves by thrift institutions

If a thrift institution became a commercial bank, or if the institu-
tion failed to satisfy the 60-percent qualified asset test, it was re-
quired to change its method of accounting for bad debts and, under
proposed Treasury regulations,18 was required to recapture its bad
debt reserve. The percentage-of-taxable-income portion of the re-
serve generally was included in income ratably over a 6-taxable
year period. The experience method portion of the reserve was not
restored to income if the former thrift institution qualified as a
small bank. If the former thrift institution was treated as a large
bank, the experience method portion of the reserve was restored to
income ratably over a 6-taxable year period, or under the 4-year re-
capture method or the cut-off method described above.

In addition, a thrift institution was subject to a form of reserve
recapture even if the institution continued to qualify for the per-
centage of taxable income method. Specifically, if a thrift institu-

s Prop. Treas. reg. sec. 1.593-13.
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tion distributed to its shareholders an amount in excess of its post-
1951 earnings and profits, such excess was deemed to be distrib-
uted from the nonexperience portion of the institution’s bad debt
reserve and was restored to income. In the case of any distribution
in redemption of stock or in partial or complete liquidation of an
institution, the distribution was treated as first coming from the
nonexperience potion of the bad debt reserves of the institution
(sec. 593(e)). L S : »
Financial accounting treatment of tax reserves of bad debts
of thrift institutions : :

The recapture of the entire bad debt reserve for Federal income
tax purposes may have created sifgniﬁcant financial and regulatory
accounting implications for a thrift institution.181 In general, for fi-
nancial accounting purposes, a corporation must record a deferred
tax liability with respect to items that are deducted for tax pur-
poses in a period earlier than they are expensed for book purposes.
The deferred tax liability signifies that, although a corporation may
be reducing its current tax expense because of the accelerated tax
deduction, the corporation will become liable for tax in a future pe-
riod when the timing item “reverses” (i.e., when the item is ex-
pensed for book purposes but for which the tax deduction had al-
ready been allowed). Under the applicable accounting standard (Ac-
counting Principles Board Opinion 23), deferred tax liabilities gen-
erally were not required with respect to pre-1988 tax deductions at-
tributable to the bad debt reserve method of thrift institutions be-
cause the potential reversal of the bad debt reserve was thought to
be indefinite (i.e., generally, a reversal only would occur by oper-
ation of sec. 593(e), a condition within the control of a thrift institu-
tion). However, the establishment of 1987 as a base year increased
the likelihood of bad debt reserve reversals with respect to post-
1987 additions to the reserve and it appears that thrift institutions
generally have recorded additional deferred tax liabilities for these
a_dcllitiolxgzs under the applicable generally accepted accounting prin-
ciples. :

181 Certain banking legislation considered in the 104th Congress would have required Feder-
ally-chartered thrift institutions to become Federally-chartered banks or State-chartered thrift
institutions. Absent tax legislation, the conversion from a thrift charter to a bank charter gen-
erally \n('i)uld have required the entire bad debt reserve of the former thrift institution to be re-
captured. . . .

52 As described above, under the experience method, a thrift institution generally was allowed
a deduction for an addition to its bad debt reserve equal to the greater of: (1) an amount based
on its ‘actual average experience for losses in the current and ve preceding taxable years, or
(2) an amount necessary to restore the reserve to its balance as of the close of the base year.
For taxable years beginning before 1988, the “base year” was the last taxable year before the
most recent adoption of the experience method (i.e., generally, the last year the taxpayer was
on the percentage of taxable income method). For taxable years beginning after 1987, the base
year was the last taxable year beginning before 1988. How the establishment of 1987 as a per-
manent base yoar changed the nature of the bad debt reserves of thrift institutions between pre-
1988 years and post-1987 years (which, in turn, contributed to the change in the financial ac-
counting treatment of such reserves) can be illustrated by the following example:

Pre-1988 treatment.—Assume that a thrift_institution (“T”) always had used the percentage
of taxable income (“PTI") method to deduct bad debts through 1986 when its reserve balance
was $10,000, Further assume that in 1987, T: (1) has insufficient taxable income to use the PTI
method, (2) has actual bad debt losses of $1,000, and (3) under the experience method, would
be allowed a deduction of $900. Under these facts, T would be allowed a bad debt deduction
of $1,000 (rather than $900) in 1987 because $1,000 is the amount necessary to restore the re-
serve to its base year (PTI) level. Specifically, in 1987, T would reduce the year-end 1986 reserve
of $10,000 for the $1,000 actual loss and then add (and deduct) $1,000 to the reserve so that
the balance of the reserve at year end 1987 is once again $10,000. Thus, T's pre-1987 PTI deduc-

" Continued
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Under proposed Treasury regulations, if a thrift institution be-
came a commercial bank (or is otherwise ineligible to use the bad
‘debt reserve method of sec. 593), the institution was required to re-
capture all or a portion of its bad debt reserve. Pursuant to the
generally accepted accounting principles described in the para-
graph above, it appears that such recapture required the institu-
tion immediately to record, for financial accounting purposes, a cur-
rent or deferred tax liability for the amount of bad debt recapture
for which liabilities previously had not been recorded (generally,
with respect to the pre-1988 reserves), regardless of when such re-
capture was taken into account for Federal income tax purposes. To
the extent regulatory accounting principles followed these financial
accounting principles, the recording of this liability generally de-
creased the regulatory capital of the institution.

Reasons for Change

The Congress believed that the reserve method of bad debts ac-
corded to qualified thrift institutions under present law results in
a mismeasurement of economic income and provides those institu-
tions with a tax benefit not provided to similarly-situated deposi-
tory institutions.

The Congress also believed that whenever a taxpayer changes its
method of accounting, it is appropriate to implement the change in
a manner so that items of income or expense are not taken into ac-
count twice—once under the old method and again under the new
method. Thus, under present law, most accounting method changes
are implemented under section 481 which requires the calculation
of an adjustment that reflects the cumulative effect of the method
change and is restored to income over a specified period of time.
Specifically, under prior law, whenever a thrift institution no
longer qualified for the reserve method of accounting for bad debts,
the bad debt reserve of the thrift institution was restored to in-
come.

The Congress believed that, in order to provide similar treatment
to similarly-situated depository institutions, the special bad debt
reserve methods available to qualified thrift institutions should be
repealed. However, the Congress understood that requiring full re-
capture of the bad debt reserves of thrift institutions in implement-
ing this change in accounting method may have imposed significant
financial accounting and regulatory capital burdens on institutions
that had not recorded the appropriate amount of deferred tax li-
abilities with respect to such recapture. Thus, the Congress be-
lieved it was appropriate to provide relief from the recapture of the

tions, which gave rise to the $10,000 reserve balance, generally never would be restored to in-
come (unless subject to sec. 593(e)) because the reserve could always be restored to no less than
the $10,000 balance. )

Post-1987 treatment.— Further assume that in 1988, T has sufficient taxable income to be al-
lowed a PTI deduction of $1,500, increasing the balance of the reserve to $11,500 at year-end
1988. Further assume that in 1989, T: (1) again has insufficient taxable income to use the PTI
method, (2) has actual bad debts of $2,500, and (3) under the six-year average formula of the
experience method would be allowed a deduction of $900. Under these facts, T would be allowed
a deduction of $1,000 (i.e., the amount necessary to in the restore the reserve to its base year
(year-end 1987) level). Specifically, T would reduce the year-end 1988 reserve balance of $11,500
or the $2,500 actual loss and then add (and deduct) $1,000 to the reserve to restore the balance
to the $10,000 base year amount. Thus, T’s post-1987 PTI deduction of $1,500 is restored to in-
come (i.e., T actually had losses of $2,500 in 1989, but only was allowed to deduct $1,000).
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portion of the bad debt reserves that arose prior to 1988. The Con-
gress believed that this relief should not directly benefit the share-
holders of the institutions in a manner similar to the way in which
prior-law section 593(e) provided a limitation on the direct enjoy-
ment of the benefits of section 593 by shareholders of thrift institu-
tions. s

Further, because of the thrift industry’s traditional role as home
mortgage lenders, the Congress was concerned that the repeal of
section 593 could have resulted in a temporary shortage in the
availability of mortgage loans in some regions. The Congress ad-
dressed this issue by providing an incentive for institutions to con-
tinue to provide a level of residential mortgage financing for a pe-
riod of time.

Explanation of Provision

Repeal of section 593

The Small Business Act repeals the section 593 reserve method
of accounting for bad debts of thrift institutions, effective for tax-
able years beginning after 1995. Thrift institutions that would be
treated as small banks183 are allowed to utilize the experience
method applicable to such institutions, while thrift institutions that
are treated as large banks are required to use only the specific
charge-off method. Thus, the percentage of taxable income method
of accounting for bad debts is no longer available for any financial
institution. The Small Business Act also repeals the following pro-
visions that only applied to thrift institutions to which section 593
applied: (1) the denial of the use of a portion of certain tax credits
by a thrift institution (sec. 50(d)(1)); (2) the special rules with re-
spect to the foreclosure of property securing loans of a thrift insti-
tution (sec. 595); (8) the reduction in the dividends received deduc-
tion of a thrift institution (sec. 596); and (4) the ability of a thrift
institution to use a net operating loss to offset its income from a
residual interest in a REMIC (sec. 860E(a)(2)).- :

Treatment of recapture of bad debt reserves

In general

A thrift institution required to change its method of computing
reserves for bad debts will treat such change as a change in a
- method of accounting, initiated by the taxpayer, and having been
made with the consent of the Secretary of the Treasury.184 Any sec-
- tion 481(a) adjustment required to be taken into account with re-
spect to such change generally will be determined solely with re-
spect to the “applicable excess reserves” of the taxpayer. The
amount of applicable excess reserves shall be taken into account

183 Under section 581, the definition of a “bank” includes a thrift institution.

184 The provisions of the Small Business Act will apply to a thrift institution that has a tax-
able year that begins after December 31, 1995, even if such taxable year is a short taxable year
that comes to a close because the thrift institution is acquired by a non-thrift institution.

In addition, a thrift institution that uses a‘reserve method described in section 593 will be
deemed to have cha:‘fed its method of computing reserves for bad debts even though such insti-
tution will be allowed to use the reserve method of section 585. Similarly, a large thrift institu-
tion will be deemed to have changed its method of computing reserves for bad deits even though
such institution used the experience-method portion of section 593 in lieu of the percentage-of-
taxable-income method of section 598.
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ratably over a six-taxable year period, beginning with the first tax-
able year beginning after 1995, subject to the residential loan re-
quirement described below. In the case of a thrift institution that
becomes a “large bank” (as determined under sec. 585(c)(2)), the
amount of the institution’s applicable excess reserves generally is
the excess of (1) the balance of its reserves described in section
593(c)(1) other than its supplemental reserve for losses on loans
(i.e., its reserve for losses on qualifying real property loans and its
reserve for losses on nonqualifying loans) as of the close of its last
taxable year beginning before January 1, 1996, over (2) the balance
of such reserves (i.e., its reserve for losses on qualifying real prop-
erty loans and its reserve for losses on nonqualifying loans) as of
the close of its last taxable year beginning before January 1, 1988
(i.e., the “pre-1988 reserves”).185 Thus, a thrift institution that is
treated as a large bank generally is required to recapture its post-
1987 additions to its bad debt reserves, whether such additions are
made pursuant to the percentage of taxable income method or the
experience method. The timing of this recapture may be delayed for
a one- or two-year period to the extent the residential loan require-
ment described below applies.

In the case of a thrift institution that becomes a “small bank” (as
determined under sec. 585(c)(2)), the amount of the institution’s ap-
plicable excess reserves will be the excess of (1) the balance of its
reserves described in section 593(c)(1) (other than the supplemental
reserve) as of the close of its last taxable year beginning before
January 1, 1996, over (2) the greater of the balance of: (a) its pre-
1988 reserves or (b) what the institution’s reserves would have
been at the close of its last taxable year beginning before January
1, 1996, had the institution always used the experience method de-
scribed in section 585(b)}2)A) (i.e., the six-year average method).
For purposes of the future application of section 585, the beginning
balance of the small bank’s reserve for its first taxable year begin-
ning after December 31, 1995, will be the greater of the two
amounts described in (2) in the preceding sentence, and the bal-
ance of the reserve at the close of the base year (for purposes of
sec. 585(b)(2)XB)) will be the amount of its pre-1988 reserves. The
residential loan requirement described below also applies to small
banks. If such small bank later becomes a large bank, any section
481(a) adjustment amount required to be taken into account under
section 585(c)(3) will not include any portion of the bank’s pre-1988
reserve. Similarly, if the bank elects the cut-off method to imple-
ment its conversion to large bank status, the amount of the reserve
against which the bank charges its actual losses will not include
any portion of the bank’s pre-1988 reserve and the amount by
which the pre-1988 reserve exceeds actual losses will not be in-
cluded in gross income.

The balance of the pre-1988 reserves is subject to the provisions
of section 593(e), as modified by the Small Business Act (requiring
recapture in the case of certain excess distributions to, and re-

185The balance of a taxpayer’s pre-1988 reserves is reduced if the taxpayer’s loan portfolio
had decreased since 1988. The permitted balance of a taxpayer’s pre-1988 reserves is reduced
by multiplying such balance by the ratio of the balance of the taxpafyer’s loans outstanding at
the close of the last taxable begin.nin% before 1996, to the balance of the taxpayer’s loans out-
standing at the close of the last taxable beginning before 1988. This reduction is required for
both large and small banks. )
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demptions of, shareholders). Thus, section 593(e) will apply to an
institution regardless of whether the institution becomes a com-
mercial bank or remains a thrift institution. In addition, the bal-
ances of the pre-1988 reserve and the supplemental reserve will be
‘treated as tax attributes to which section 381 applies. Treasury
regulations are expected to provide rules for the application of sec-
tion 593(e) in the case of mergers, acquisitions, spin-offs, and other
reorganizations of thrift and other institutions.18¢ The Congress be-
lieved that any such regulations should provide that, if the stock
of an institution with a pre-1988 reserve is acquired by another de-
pository institution, the pre-1988 reserve will not be restored to in-
come by reason of the acquisition. Similarly, if an institution with
a pre-1988 reserve is merged or liquidated tax-free into a bank, the
pre-1988 reserve should not be restored to income by reason of the
merger or liquidation. Rather, the bank will inherit the pre-1988
reserve and the post-1951 earnings and profits of the former thrift
institution and section 593(e) will apply to the bank as if it were
a thrift institution. That is, the pre-1988 reserve will be restored
into income in the case of any distribution in redemption of the
stock of the bank or in partial or complete liquidation of the bank
following the merger or liquidation. In the case of any other dis-
tribution, the pre-1988 reserve will not be restored to income un-
less the distribution is in excess of the sum of the post-1951 earn-
ings and profits inherited from the thrift institution and the post-
1913 earnings and profits ‘of the acquiring bank.187 It is expected
that Treasury regulations will address the case where the share-
holders of an institution with a pre-1988 reserve are “cashed out”
in a taxable merger of the institution and a bank. Such regulations
may provide that the pre-1988 reserve may be restored to income
if such redemption represents a concealed distribution from the
former thrift institution. For example, cash received by former
thrift shareholders pursuant to a taxable reverse merger may rep-
resent a concealed distribution if, immediately preceding the merg-
er, the acquiring bank had no available resources to distribute and
its existing debt structure, indenture restrictions, financial condi-
tion, or regulatory capital requirements precluded it from borrow-
ing money for purposes of making the cash payment to the former
thrift shareholders. No inference was intended as to the application
of section 593(e) to these and similar transactions under prior law.

Finally, if a taxpayer no longer qualifies as a bank (as defined
by sec. 581), the balances of the taxpayer’s pre-1988 reserve and
supplemental reserves are restored to income ratably over a six-

186 The Statement of Managers indicates that it is expected that in the case of the merger,
acquisition, sgin—oﬁ', or other reorganization involving only thrift institutions, section 593(e) as
modified by the Small Business Act, will continue to be applied in a manner similar to the way
section 593(e) is applied under present law.

However, guidance may be needed in the case of transactions where one of the parties to the
transaction is not a thrift institution. Guidance may be needed because the issue of whether
section 593(e) applies in the case where a thrift institution is merged into a bank generally did
not arise under prior law because such merger resulted in'a charter change and, under proposed
Treasury regulations, required full bad debt reserve recapture.

. 187If the acquiring bank is a former thrift institution itself and the pre-1988 reserves of nei-
ther institution are restored to income pursuant to the merger, the it is expected that the pre-
1988 reserves and the post-1951 earnings and profits of the two institutions will be combined
for purposes of the continued application of section 593(e) with respect to the combined institu-
tion. ‘ .
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year period, beginning in the taxable year the taxpayer no longer
qualifies as a bank.

Residential loan requirement

Under a special rule, if the taxpayer meets the “residential loan
requirement” for a taxable year, the recapture of the applicable ex-
cess reserves otherwise required to be taken into account as a sec-
tion 481(a) adjustment for such year will be suspended. A taxpayer
meets the residential loan requirement if, for the taxable year, the
principal amount of residential loans made by the taxpayer during
the year is not less than its base amount. The residential loan re-
quirement is applicable only for taxable years that begin after De-
cember 31, 1995, and before January 1, 1998, and must be applied
separately with respect to each such year. Thus, all taxpayers are
required to recapture their applicable excess reserves within six,
seven, or eight years after the effective date of the provision.

- The “base amount” of a taxpayer means the average of the prin-
cipal amounts of the residential loans made by the taxpayer during
the six most recent taxable years beginning before January 1, 1996. -
At the election of the taxpayer, the base amount may be computed
by disregarding the taxable years within that six-year period in
which the principal amounts of loans made during such years were
highest and lowest. This election must be made for the first taxable
year beginning after December 31, 1995, and applies to the suc-
ceeding taxable year unless revoked with the consent of the Sec-
retary of the Treasury or his delegate.

For purposes of the residential loan requirement, a loan will be
deemed to be “made” by a financial institution to the extent the in-
stitution is, in fact, the principal source of the loan financing, Thus,
any loan only can be “made” once. It is expected that loans “made”
by a financial institution may include, but are not limited to, loans
(1) originated directly by the institution through its place of busi-
ness or its employees, (2) closed in the name of the institution, (3)
originated by a broker that acts as an agent for the institution, and
(4) originated by another person (other than a financial institution)
and are acquired by the institution pursuant to a pre-existing, en-
forceable agreement to acquire such loans. In addition, Treasury
regulations also may provide that loans “made” by a financial insti-
tution may include loans originated by another person (other than
a financial institution) acquired by the institution soon after origi-
nation if such acquisition is pursuant to a customary practice of ac-
quiring such loans from such person. A loan acquired by a financial
institution from another financial institution generally will be con-
sidered to be made by the transferor rather than the transferee of
the loan; however, such loan may be completely disregarded if a
principal purpose of the transfer was to allow the transferor to
meet the residential loan requirement. A loan may be considered
to be made by a financial institution even if such institution has
an arrangement to transfer such loan to the Federal National
Mortgage Association or the Federal Home Loan Mortgage Cor-
poration.

For purposes of the residential loan requirement, a “residential
loan” is a loan described in section 7701(a)}(19)(C)(v) (generally,
loans secured by residential real and church property and certain
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mobile homes),188 but only to the extent the loan is made to the
owner of the property to acquire, construct, or improve the prop-
erty. Thus, mortgage refinancings and home equity loans are not
considered to be residential loans, except to the extent the proceeds
of the loan are used to acquire, construct, or improve qualified resi-
dential real property. The Congress understood that pursuant to
the Home Mortgage Disclosure Act, financial institutions are re-
quired to disclose the purpose for which loans are made. Further-
more, for purposes of this disclosure, institutions are required to
classify loans as home purchase loans, home improvement loans,
refinancings, and multifamily dwelling loans (whether for pur-
chase, improvement or refinancing of such property). It is expected
that taxpayers (and the Secretary of the Treasury in promulgating
guidance) may take such reporting into account, and make such ad-
Jjustments as are appropriate,18 in determining: (1) whether or not
a loan qualifies as a “residential loan” and (2) whether the institu-
tion “made” the loan. A taxpayer must use consistent standards for
determining whether loans qualify as residential loans made by the
institution both for purposes of determining its base amount and
‘for purposes of determining whether it met the residential loan re-
quirement for a taxable year. o

The residential loan requirement is determined on a controlled
group basis. Thus, for example, if a controlled group consists of two
thrift institutions with applicable excess reserves that are wholly-
owned by a bank, the residential loan requirement will be met (or
not met) with respect to both thrift institutions by comparing the
principal amount of the residential loans made by all three mem-
bers of the group during the taxable year to the group’s base
amount. The group’s base amount will be the average principal
amount of residential loans made by all three members of the
group during the base period. The election to disregard the high
and low taxable years during the 6-year base period also would be
applied on a controlled group basis (i.e., generally by treating the
members of the group as one taxpayer so that all members of the
group must join in the election, and the same corresponding years
of each member would be so disregarded).

Treasury regulations may provide rules for the application of the
residential loan requirement in the case of mergers, acquisitions,
and other reorganizations of thrift and other institutions. For ex-
ample, the balance of a taxpayer’s applicable excess reserve will be
treated as a tax attribute to which section 381 applies. Thus, if an
institution with an applicable excess reserve is acquired in a tax-
free reorganization, the Congress expected that the balance of such
reserve will not be immediately restored to income but will con-
tinue to be subject to the residential loan requirement in the hands
of the acquirer. It is further expected that if a financial institution

188For this purpose, as under present law, if a multifamily structure securing a loan is used
in part for nonresidential purposes, the entire loan will be deemed a residential real property
loan if the planned residential use exceeds 80 percent of the property’s planned use (determined
as of the time the loan is made). In addition, loans made to finance the acquisition or develop-
ment of land will be deemed to be loans secured by an interest in residential real property if,
under regulations prescribed by the Secretary of the Treasury, there is a reasonable assurance
that the property will become residential real property within a period of three years from the
date of acquisition of the land.

189 For examgle, azgustments will be required with respect to the reporting of multifamily
dwellings in order to distinguish home purchase, home improvement, and refinancing loans.
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joins or merges into (or leaves) a group of finan